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Adoption of a proposed rule govern- 
ing the giving and receiving of selling 
cuncessions, discounts and other 
allowances in connection with fixed 
price offerings of securities (Papilsky 
Rule-SR-NASD- 78-3). 


Proposed Amendments to Regula- 
tion S-X under the Securities Act of 
1933; amendments to Form N-1 and 
Form N-2 and new Rule 30d-1 under 
the Investment Company Act of 
1940 [File No. S7-865-Comment 
Period Expires February 16, 1981] 


Adoption of Amendments to Form 
U-4, a personal form filed by non- 
member broker-dealers concerning 
their associated persons. 


Adoption of revised Form U-4-the 
Uniform Application for Securities 
Industry Registration. 


Adoption of Interim Rules Exempt- 
ing Business Development Compan- 
ies and Certain of Their Affiliates 
from Provisions of the Investment 
Company Act. 
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OPINION 





34-17381 EUGENE T. ICHINOSE, JR. 

Where registered principal of mem- 
ber firm of registered securities 
association unlawfully sold unreg- 
istered securities, failed to give re- 
quired notice of those sales and 
others to the firm with which he was 
associated, improperly engaged in 
the securities business without 
required registration as a broker- 
dealer, and failed to disclose extra 
sales compensation to investors, 
held, association’s findings of viola- 
tion and sanctions affirmed. 
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SECURITIES ACT OF 1933 
Release No. 6272/December 15, 1980 


INVESTMENT CO. ACT OF 1940 
Release No. 11490/December 15, 1980 


STANDARDIZATION OF FINANCIAL STATEMENT 
REQUIREMENTS IN MANAGEMENT INVESTMENT 
COMPANY REGISTRATION STATEMENTS AND 
REPORTS TO SHAREHOLDERS 


ACTION: Proposed amendments to forms and 
proposed rulemaking. 


SUMMARY: The Commission is proposing uniform 
requirements governing the content of and periods 
to be covered by financial statements included in 
shareholder reports and in prospectuses (or annual 
updates) of management investment company 
registration statements. The proposals would 
amend the general regulation governing the form 
and content of and requirements for financial 
statements by including special provisions for 
management investment companies. The majority 
of financial statement instructions would be 
removed from the registration statement forms and 


908/SEC DOCKET 


the rule governing shareholder reports. The uniform 
set of financial statement instructions specified by 
the general regulation governing financial 
statements would be made applicable to 
prospectuses, annual registration statement 
updates, and shareholder reports. As a result, 
management investment companies would be able 
to prepare annually a single set of uniform, updated 
financial statements that could be used in both the 
prospectus (or annual update of the registration 
statement) and the annual report to shareholders. In 
addition, open-end management investment 
companies would be permitted, at their option, 
either to incorporate by reference financial 
statements included in any shareholder report into 
the prospectus or to transmit a currently effective 
prospectus as the equivalent of any report to 
shareholders. These provisions would eliminate the 
necessity for open-end management investment 
companies to print and mail the same financial 
statements in two different documents. The 
Commission is proposing these amendments to 
reduce the costs incurred in preparing and 
transmitting essentially duplicative financial 
information and to provide an opportunity for open- 
end management investment companies to reduce 
the length of their prospectuses. 


DATE: Comments must be received on or before 
February 16, 1981. 


ADDRESSES: Comments should be submitted in 
triplicate to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Comment 
letters should refer to File No. S7-865. All comments 
received will be available for public inspection and 
copying in the Commission’s Public Reference 
Room, 1100 L Street, N.W., Washington, D.C. 20549. 


FOR FURTHER INFORMATION CONTACT: Dianne E. 
O’Donnell, Special Counsel, (202) 272-2115, 
Lawrence A. Friend, Senior Accountant, (202) 272- 
2095, or Thomas P. Lemke, Esq., (202) 272-2033, 
Division of Investment Management, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The 
Commission is today proposing: (1) amendments to 
Regulation S-X [17 CFR 210], the Commission’s 
general regulation regarding the form and content of 
and requirements for financial statements filed 
under, inter alia, the Securities Act of 1933 (“1933 
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Act”) [15 U.S.C. 77a et seq.] and the Investment 
Company Act of 1940 (1940 Act”) [15 U.S.C. 80a-1 
et seq.]; (2) amendments to Form N-1 [17 CFR 
239.15, 17 CFR 274.11] and Form N-2 [17 CFR 
239.14, 17 CFR 274. 1lla-aj, the registration 
statement forms for, respectively, open-end and 
closed-end management investment companies 
under both the 1933 Act and the 1940 Act; and (3) a 
new rule 30d-1 [17 CFR 270,30d-1], regarding 
reports to shareholders under section 30(d) of the 
1940 Act [15 U.S.C. 80a-29(d)]. The proposed 
amendments would reconcile the differences in the 
financial statement requirements of prospectuses 
and shareholder reports by amending the uniform 
financial statement requirements and instructions 
of Regulation S-X to include special provisions for 
management investment companies. In turn, these 
instructions, with certain modifications, would be 
made applicable to prospectuses and to annual 
updates of the 1940 Act registration statement by 
amendements to the registration statement forms. 
Finally, new rule 30d-1, which would replace the 
current rule, would adopt the financial statement 
requirements of the prospectus for shareholder 
reports, and would extend the current mailing period 
requirement for such reports from forty-five days 
after the close of the period for which the report is 


made to sixty days after such date. In addition, 
proposed amendments to Form N-1 and new rule 
30d-1 would provide open-end management 
investment companies two new options for 
transmitting disclosure documents containing 


financial information to shareholders and 
prospective investors. Such companies would be 
permitted either to incorporate by reference 
financial statements from shareholder reports into 
the prospectus, or to transmit a currently effective 
prospectus as the equivalent of any annual or 
semiannual report to shareholders, provided that 
certain conditions are satisified. These proposals 
are options, so that companies could, if they chose, 
continue both to include financial statements in 
prospectuses and to transmit separate shareholder 
reports. 


The proposals to reconcile the financial statement 
requirements are intended to reduce the costs, 
imposed by current disclosure requirements, of 
preparing and transmitting various disclosure 
documents containing financial statements that are 
substantively identical but not interchangeable. The 
proposals with respect to transmission of financial 
information are intended to provide open-end 
companies with opportunities for futher reductions 
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in costs by using their prospectuses as a substitute 
for shareholder reports or, in the alternative, 
reducing the length of their prospectuses. 


BACKGROUND 


Section 30(d) of the 1940 Act and rule 30d-1 
thereunder require management investment 
companies to transmit a report to shareholders at 
least semiannually. These reports are required to 
contain certain financial statements and other 
information covering either the first six months of 
the company’s fiscal year (the “semiannual 
report”), or, in the report made as of the end of the 
fiscal year (the “annual report”), the entire fiscal 
year. The financial statements required by the 
statute and the rule are complemented by the 
requirements of generally accepted accounting 
principles (“GAAP”), as described in the Industry 
Audit Guide: Audits of Investment Companies 
(1973). The financial statements in the company’s 
annual report are required to be audited, and consist 
of the following: 


1) A balance sheet or statement of assets and 
liabilities as of the close of the most recent fiscal 
year; 


2) A schedule of investments as of the date of the 
balance sheet or the date of the statement of assets 
and liabilities; 


3) An income statement for the most recent fiscal 
year;! and 


4) Statements of changes in net assets for the two 
most recent fiscal years.? 


In addition, in order to conform to GAAP, the annual 
report must contain condensed financial 
information in the form of a table of per share 
income and capital changes for the five most recent 
fiscal years, with at least the most recent year 





1Rule 30d-1(a) requires an income statement for the 
period for which the report is made, which is the 
same as that reported pursuant to GAAP. 


2Rule 30d-1(d)(2) requires a statement of changes, 
in net assets only for the period for which the report 
is made, but pursuant to GAAP registrants supply 
this information for two years in the annual report. 
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audited (“condensed financial information” or “per 
share table”). Many annual reports exceed the GAAP 
standard and provide condensed financial 
information either for the ten most recent fiscal 
years, with the five latest years audited, or the five 
most recent fiscal years, with all five years audited, 
or the five most recent fiscal years, with all five years 
audited. Section 30(d)(5) Of the 1940 Act and rule 
30d-1 thereunder also require a statement of the 
aggregate remuneration paid during the period of 
the report to all directors of the company (as regular 
and special compensation), to all officers, and to 
each person of whom any officer or director of the 
company is an affiliated person. 


The above financial statements and other financial 
information comprise the only requirements and 
other financial information comprise the only 
requirements for the annual report to shareholders? 
under section 30(d) and rule 30d-1 thereunder. 
Although not required by the statute, many 
investment companies, ona voluntary basis, include 
narrative material about such topics as general 
economic conditions, the company’s performance, 
and the services provided to shareholders. Like the 
financial statements, any narrative material is 
subject to the prohibition in section 30(d) that it “not 
be misleading in any material respect in light of the 
reports required to be filed pursuant to subsections 
(a) and (b) [of section 30]” (those reports are, 
respectively, Form N-1R [17 CFR 274.101], the 
annual report to the Commission, and Form N-1Q 
[17 CFR 274.106], the quarterly report to the 
Commission, for management investment 
companies). Section 34(b) of the 1940 Act [15 
U.S.C. 80a-33(b)], which makes it unlawful for any 
person “to make any untrue statement of a material 
fact” in any document “filed or transmitted” 
pursuant to the 1940 Act, also applies to reports 
made under section 30(d) and rule 30d-1 
thereunder.* 


In addition to the semiannual and annual reports 
required by section 30(d), open-end managment 
investment companies engaged in a continuous 
offering of their shares to the public (the type 
commonly known as “mutual funds”) must bring 
their prospectuses up to date on an annual basis, 
pursuant to section 10(a)(3) of the 1933 Act [15 
U.S.C. 77j(a)(3)] and section 24(e)(3) of the 1940 
Act [15 U.S.C. 80a-24(e)(3)].5 Those management 
investment companies that file Form N-1R (the 
annual report of certain information to the 
Commission)® must also bring their 1940 Act 
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registration statements up to date annually, 
pursuant to rule 8b-16 under the 1940 Act [17 CFR 
270.8b-16] (the “annual update”).’? Like section 
30(d) reports, the prospectus (and the annual 
update) is required to contain specified financial 
statements, which must be audited, and the form 
and content of which are governed by Regulation S- 
X. The financial statements required consist of the 
following: 





3Semiannual reports are required to include the 
same financial statements and other information 
(unaudited) as annual reports, except that, to 
conform to GAAP, companies present the financial 
statements only for the period of the report (i.e., the 
fiscal half-year) and the most recent preceding fiscal 
year, and condensed financial information only for 
the period of the report and the five most recent 
preceding fiscal years. 


‘The annual report under section 30(d) satisfies the 
requirements of rules 14a-3 and 14c-3 [17 CFR 
240.14a-3, 14c-3] under the Securities Exchange 
Act of 1934 (“1934 Act”) [15 U.S.C. 78a et seq.] for 
the annual report to securityholders. 


‘The requirement to update the prospectus on an 
annual basis arises from section 10(a)(3), which 
states that, “when a prospectus is used more than 
nine months after the effective date of the 
registration statement, the information contained 
therein shall be as of a date not more than sixteen 
months prior to such use.” Section 24(e)(3) requires 
any prospectus relating to a redeemable security 
issued by an investment company that is updated to 
meet the requirements of section 10(a)(3) to be filed 
as a post-effective amendment to the issuer's 
registration statement. 


*Form N-1R is required to be filed by all registered 
management investment companies except those 
that issue periodic payment plan certificates and 
small business investment companies. 


’7Mutual funds generally make one filing annually on 
Form N-1 in satisfaction of the requirements to 
update the prospectus and the 1940 Act registration 
statement, while closed-end companies, which do 
not engage in a continuous offering, make an annual 
filing on Form N-2 to satisfy rule 8b-16. For mutual 
funds, the financial statements filed as part of an 
updated propectus also satisfy the requirements of 
rule 8b-16. 
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1) A balance sheet or statement of assets and 
liabilities as of the close of the most recent fiscal 
year; 


2) A schedule of investments as of the date of the 
balance sheet or the date of the statement of assets 
and liabilities; 


3) Income statements for the three most recent 
fiscal years;® and 


4) Statements of change in net assets for the three 
most recent fiscal years. 


In addition, the prospectus (but not the annual 
update) is required to contain condensed financial 
information in the form of a table of per share 
income and capital changes for the ten most recent 
fiscal years of the registrant, with at least the five 
most recent years audited. 


It is clear from the foregoing discussion that current 
financial statement requirements result in the 
preparation by investment companies of largely 
similar information in their prospectuses and annual 
reports to shareholders. Moreover, there is 
considerable overlap in the readership of the two 
documents. Although the prospectus and the annual 
report are intended for different purposes—the 
prospectus, of course, is the principal selling 
document for potential investors, while the annual 
report is intended to provide information to existing 
shareholders—many investment companies use 
their annual reports as sales literature in attracting 
new investors, and many investment companies 
send a current prospectus to existing shareholders 
as a matter of course. 


Nevertheless, under current requirements certain 
differences prevent the financial statements in the 
prospectus and the annual report from being 
interchangeable. First, the time periods within which 
the two documents must be transmitted are 
different. Although the two sets of financial 
statements are usually prepared at about the same 
time, i.e., shortly after the close of the fiscal year, the 
annual report must be sent to shareholders within 
forty-five days after the close of the fiscal year,’ while 
the prospectus must become effective (and the 
annual update made) within 120 days of the close of 
the fiscal year. Second, the financial statements in 
the prospectus are governed by Regulation S-X, but 
those in the annual report under section 30(d) are 
not. As a result, the schedule of investments in the 
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prospectus presents the individual investments at 
cost as well as at current value, while the 
comparable schedule in the annual report omits the 
cost column. Third, the time periods to be covered 
by certain financial statements vary. A statement of 
income is presented for one year and statements of 
changes in net assets are presented for two years in 
the annual report; each is presented for three years 
in the registration statement. The per share table is 
given for five years (with at least the latest year 
audited) in the annual report, and ten years (with at 
least the five most recent years audited) in the 
prospectus. Last, there are several minor 
differences in the content of the financial 
statements as between the annual report and the 
prospectus, with the statements in the prospectus 
containing somewhat more information. The ratio of 
investment company operating expenses to 
investment income appears in the income 
statement in the prospectus, but not in the 
comparable statement in the annual report; per 
share dividends and distributions to stockholders 
are included in the statement of changes in net 
assets in the prospectus but not in the comparable 
statement in the annual report (although this 
information appears in the per share tables of both 
documents); a specimen price-make-up sheet must 
appear in the prospectus (usually as a continuation 
of the balance sheet or statement of assets and 
liabilities) but not in the annual report; and section 
30(d)(5) of the 1940 Act requires disclosure of 
management remuneration in annual reports that is 
more extensive than the comparable requirement of 
Regulation S-X concerning prospectuses. 


These differences in financial statements required 
in prospectuses and annual reports are not related to 
the different purposes for which the documents are 
intended, but are rather the result of the fact that 


prospectuses and annual reports evolved at 
different time from different statutory bases. It 
appears to the Commission that no useful purpose is 





8A registration statement is required to include 
income statements for the three most recent fiscal 
years of the registrant, but only the most recent year 
is required to be included in the prospectus. 


This period is extended by present rule 30d-1(a) [17 
CFR 270.30d-1(a)] to sixty days for nondiversified 
companies having one or more majority-owned 
subsidiaries that are not investment companies. 
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served by maintaining the vast majority of 
differences between prospectus and annual report 
financial statement requirements. Indeed, it could 
be argued that minor discrepancies between the two 
documents may be confusing to the investor who 
receives both sets of financial statements without an 
expanation of the differences. The proposed 
amendments announced today would result in a 
uniform set of financial statement requirements for 
both prospectuses and annual reports. 


The Commission believes that adoption of uniform 
financial statement requirements for prospectuses 
and shareholder reports would benefit both 
investors and management investment companies. 
Investors would benefit by receiving disclosure 
documents containing financial statements 
prepared according to uniform instructions. 
Similarly, management investment prepared 
according to uniform instructions. Similarly, 
managment investment companies would benefit 
from the reduction in their costs that would result 
from elimination of the need to prepare, at the close 
of the fiscal year, two different sets of financial 
statements. 


Mutual funds would be afforded further opportun- 
ities to reduce costs associated with the transmission 
of financial information with two provisions intended to 
eliminate the need to print the same financial 
statements as part of two documents. Registrants, at 
their option, could incorporate financial statements 
by reference from a shareholder report into the 
prospectus, so long as persons receiving the 
prospectus also receive a copy of the shareholder 
report containing the incorporated financial 
statements, or in the alternative registrants could 
transmit a currently effective prospectus as the 
equivalent of any shareholder report. These options 
should further reduce costs for, respectively, funds 
that use shareholders reports as sales literature, and 
those that send a current prospectus to 
shareholders every year in addition to the 
shareholder report. Moreover, funds that choose to 
incorporate financial statements by reference into 
the prospectus should be able to shorten their 
prospectuses with no decrease in the information 
disclosed to investors, because the shareholder 
report containing the financial statements would 
also be furnished. Alternatively, mutual funds would 
still be free to prepare and send the financial 
statements separately in both the shareholder report 
and in the prospectus, as they do now. 
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These proposals would have no impact on the 
requirements of the applicable securities laws as to 
filing and transmitting disclosure documents, 
except to offer alternative methods for open-end 
companies to satisfy these requirements. For 
example, the requirements that an investment 
company annually update its prospectus (and 1940 
Act registration statement), and that prospective 
investors be furnished with a currently effective 
prospectus, would not be affected by these 
proposals. Rather, the provision providing for 
incorporation by reference would permit an open- 
end company to satisfy these requirements by filing 
with the Commission, and supplying potential 
investors, with both a prospectus that incorporate 
financial statements from a shareholder report anda 
copy of that report. Similarly, current shareholders 
would still have to be furnished with a semiannual 
and an annual report, but the provision permitting 
transmission of a currently effective prospectus as 
the equivalent of a shareholder report would provide 
open-end companies with another method of 
Satisfying the shareholder report requirements. 


It should be noted that, in reconciling the financial 
statement requirements for prospectuses and 
shareholder reports, the proposed amendments do 
not make any substantive increase in those 
requirements. In the relatively few instances where 
one set of existing requirements is substantively 
more burdensome than the other, the Commission is 
proposing either to adopt the less burdensome 
requirement as the common standard, or to permit 
registrants to continue preparing different sets of 
financial statements for shareholder reports and 
prospectuses, in accordance with existing 
standards. 


UNIFORM FINANCIAL STATEMENT REQUIREMENTS 


To eliminate the differences in financial information 
provided through prospectuses and annual reports 
to shareholders, the Commission is proposing 
amendments to: (1) Regulation S-X, the 
Commission’s general regulation on the form and 
content of and requirements for financial 
statements in disclosure documents under the 
federal securities laws; (2) Forms N-1 and N-2, the 
registration statement forms under the 1933 and 
1940 Acts for, respectively, open-end and closed- 
end management investment companies; and (3) 
rule 30d-1 under the 1940 Act governing reports to 
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shareholders.'° New rule 3-18 of Regulation S-X [17 
CFR 210.3-18] would supplement the centralized 
set of financial statement instructions in Article 3 of 
Regulation S-X by providing special instructions for 
management investment companies.!! In turn, the 
amendments to the financial statement items of the 
registration statement forms (Item 18 of Form N-1!4 
and Item 20 of Form N-2) would remove most of the 
specific instructions from the forms and would make 
proposed rule 3-18, with minor modifications, 
applicable to the financial statements required to 
appear in prospectuses and annual updates, and to 
the financial statements required in shareholder 
reports under section 30(d) and rule 30d-1 
thereunder. Finally, new rule 30d-1 would make 
clear that financial statements in shareholder report 
would have to follow the instructions in the 
registration statement forms, to the extent those 
instructions modify the requirements of rule 3-18 of 
Regulation S-X. As a result of these amendments, 
both the annual report to shareholders and the 
current prospectus (or, in the case of a closed-end 
company, the annual update) of a management 
investment company would be required to contain 
the following audited financial! statements: 


(1) A balance sheet or statement of assets and 
liabilities as of the close of the most recent fiscal 
year; 


(2) A schedule of investments as of the date of the 
balance sheet or the date of the statement of assets 
and liabilities; 


(3) An income statement for the most recent fiscal 
year; and 


(4) Statements of changes in net assets for the two 
most recent fiscal years. 


The proposals would reconcile all current 
differences between financial statement 
requirements for prospectuses and shareholder 
reports, with three exceptions. The first exception 
arises with respect to condensed financial 
information. The annual report of all management 
investment companies would still be required to 
include a per share table for the five most recent 
fiscal years, with at least the latest year audited,‘ 
and the current prospectus of open-end 
companies** would still be required to include such 
information for the ten most recent fiscal years, with 
at least the five latest years audited. In those 
situations where an open-end company, pursuant to 
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the proposed optional provisions, elects either to 
incorporate by reference or to transmit a currently 
effective prospectus as the equivalent of a 
shareholder report, however, the shareholder report 
from which the information is incorporated, or the 
prospectus transmitted as a shareholder report, 
would be required to contain condensed financial 
information for the ten most recent fiscal years, with 
at least the five latest years audited. These are the 
periods prescribed for condensed financial 
information in a prospectus by Item 3(a) of the 
registration statement forms, and the requirements 
of that item would have to be met where the 
document transmitted to a shareholder or 
prospective investor in a prospectus, or part of a 
prospectus. A second exception would arise 
concerning management remuneration disclosure 
in financial statements. Where an open-end 
company elects either of the options, such company 
would have to provide, in the single set of financial 
statements prepared, management remuneration 
disclosure that satisfies both the prospectus 
requirement and the shareholder report 
requirement. 





The amendment to rule 30d-1 would replace the 
current rule altogether. 


Proposed rule 3-18 thus follows the approach 
taken for other disclosure documents under the 
federal securities laws by removing most of the 
instructions as to financial statements from specific 
forms and centralizing the instructions in Article 3 of 
Regulation S-X. See Uniform Instructions as to 
Financial Statements—Regulation S-X, Securities 
Act Release No. 6234 (Sept. 2, 1980) [45 FR 63682 
(Sept. 25, 1980)]. 


'2The financial statement item of Form N-1, formerly 
Item 17, was renumbered Item 18 by Securities Act 
Release No. 6243 (Sept 30, 1980) [45 FR 67079 
(Oct. 9. 1980)]. 


‘3Registrants would still be free to continue providing 
condensed financial information in the annual 
report for alonger period, such as the ten latest fiscal 
years, if they chose. 


4The condensed financial information would not be 
required in closed-end companies’ annual updates 
because, under Item 3(a) of both forms, it is required 
only for the prospectus. However, some closed-end 
companies provide this information now, and they 
could continue to do so in the future. 
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A third exception would arise concerning disclosure 
of the cost of individual securities. Such information 
is now required to appear in the schedule of 
investments in prospectuses, pursuant to Article 12 
of Regulation S-X, but it does not appear in the 
comparable schedule in shareholder reports. For 
purposes of this proposal, the Commission has 
determined to maintain the requirement of cost 
information in the schedule of investments in the 
prospectus, but not to add it to shareholder reports. 
Accordingly, an open-end company electing either 
option for transmission of financial information 
would have to provide disclosure of the cost of 
individual securities in the schedule of investments 
that is part of the single set of financial statements. 
The Commission specifically requests comment on 
whether cost disclosure is useful to investors and 
thus should be retained as a requirement of the 
prospectus. 


The appendix to this release consists of a table 
designed to enable the reader to trace current 
financial statement requirements for prospectuses 
shareholder reports to the proposed requirements. 
The sources for the present and proposed 
requirements are also provided. The discussions in 
the succeeding sections of this release provide 


detail explanations of each proposed change. 


The Commission anticipates that most of the 
benefits to be derived from the reconciliation of 
financial statement requirements between 
shareholder reports and prospectuses will accrue to 
open-end management investment companies, 
which will be able to use a single set of financial 
statements for both the annual report to 
shareholders and the updated prospectus, and, at 
their option, to send a prospectus in satisfaction of 
shareholder report requirements or to incorporate 
financial statements by reference from shareholder 
reports into the prospectus. Closed-end 
management investment companies should also 
benefit, however, by being able to prepare a single 
set of financial statements for both the annual report 
to shareholders and the annual update of the 
registration statement under the 1940 Act. A similar 
benefit would also accrue to any open-end 
companies that choose to update their 1933 Act and 
1940 Act registration statements through separate 
filings. Closed-end companies also would be able to 
incorporate financial statements from the annual 
report by reference into the annual update of the 
1940 Act registration statement. 
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The reconciliation of financial statement 
requirements would have the most effect with 
respect to the prospectus (or the annual update) and 
the annual report to shareholders, rather than the 
semiannual report. As noted above, both the 
prospectus and the annual report are prepared 
shortly after the close of the fiscal year, and under 
the proposed amendments the form, content, and 
time periods for the two sets of financial statements 
would be identical. The proposed requirements as to 
form and content of financial statements would also 
apply to semiannual reports under section 30(d), 
but those financial statements would be supplied 
only for the period of the report and for the latest 
preceding fiscal year, and would not be required to 
be audited. Thus, such financial statements would, 
for the most part, appear only in semiannual reports, 
not in prospectuses as well, because such financial 
statements would not satisfy the periods required for 
financial statements in prospectuses. The 
Commission is aware, however, that some 
investment companies now update their 
prospectuses after the close of the fiscal half-year 
rather than the close of the fiscal year. If the 
proposed amendments are adopted, such 
companies would be able to use the same financial 
statements for the updated prospectus and the 
semiannual report. Such companies could 
incorporate financial statements from semiannual 
reports into prospectuses, or transmit prospectuses 
in place of semiannual reports, provided that the 
required financial statements and condensed 
financial information covered not only the fiscal 
semiannual period just completed (which need not 
be audited), but also the periods specified by 
Regulation S-X for a prospectus (which must be 
audited). 


Proposed Amendments to Regulation S-X 


Uniform financial statement requirements have 
previously been adopted for most registration forms 
filed by companies other than investment 
companies under the 1933 or 1934 Acts and for 
periodic reports to shareholders pursuant to the 
1934 Act.'° The purpose of the proposed 





'SSee Uniform Instructions as to Financial 
Statements—Regulation S-X, Securities Act Release 


No. 6234 (Sept. 2, 1980) [45 FR 63682 (Sept. 25, 
1980)]. 
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amendments to Article 3 of Regulation S-X is to 
adopt these uniform financial statement 
requirements, as modified for management 
investment companies, for the prospectus (or 
annual update) and reports to shareholders of such 
companies. 


If the Commission were to apply the uniform 
financial statement requirements in Article 3 to 
management investment companies, without 
modifications, the following statements would be 
required in the prospectus and annual report to 
shareholders: (1) a balance sheet or statements of 
assets and liabilities as of the close of each of the two 
most recent fiscal years (rule 3-01); (2) statements 
of income for each of the three fiscal years preceding 
the date of the most recent audited balance sheet or 
statement of assets and liabilities being filed (rule 3- 
02); and (3) statements of changes in net assets for 
each of the three fiscal years preceding the date of 
the most recent audited balance sheet or statement 
of assets and liabilities being filed (rule 3-02). 
Requiring management investment companies to 
prepare financial statements for these periods, 
however, not only would bea significant expansion of 
present requirements, but would also cause such 
companies to report more financial information than 
is reasonably necessary for an adequate evaluation 
of the financial condition of an investment company. 
To avoid this result, the Commission proposes to 
amend Article 3 of Regulation S-X. These 
modifications are found in proposed rule 3-18, 
“Additions to and omission of certain financial 
information for management investment 
companies.” 


Under paragraph (a) of rule 3-18, management 
investment companies would be required to furnish 
a balance sheet or statement of assets and liabilities, 
as specified by rules 3-01 and 3-12, only for the most 
recent fiscal year, rather than the two most recent 
fiscal years prescribed by those rules. This one year 
requirement is in accord with the present 
requirements of the prospectus and annual report. 


Paragraph (b) of the rule is intended to make clear 
that, in the case of management investment 
companies, the statements of income required by 
rule 3-02 are comprised of the statements of income 
and expense, statements of realized gain or loss on 
investments, and statements of unrealized 
appreciation or depreciation of investments 
specified by rules 6-04, 6-05, and 6-06 of Regulation 
S-X [17 CFR 210.6-04, 6-05, and 6-06]. This 
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paragraph makes no changes from present 
requirements. 


Paragraph (c) of the rule would reduce the 
requirements for statements of income and 
statements of changes in net assets from the three 
most recent fiscal years prescribed by rule 3-02.'® 
The statement of income would be required for only 
the most recent fiscal year, while the statement of 
changes in net assets would be required for the two 
most recent fiscal years, both in accord with GAAP. 
Presently, statements of income and statements of 
changes in net assets are required in a registration 
statement, pursuant to instruction 16 of Item 18 
(instruction 16 of Item 20), for the three latest fiscal 
years; for statements of income, only the most 
recent year is required in the prospectus, while the 
two preceding years may be filed in Part II of the 
registration statement. The Commission believes 
that presenting a statement of income for the most 
recent fiscal year and statements of changes in net 
assets for the two most recent fiscal years would 
provide sufficient information to shareholders and 
prospective investors. In addition, as part of the 
reconciliation of the financial statement 
requirements, paragraph (c) omits the requirement 
of the current financial statement items that the ratio 
of operating expenses to income appear in the 
income statements of a prospectus. This 
requirement does not appear to serve any useful 
purpose. 


Paragraph (d) of proposed rule 3-18 would make 
clear that the interim financial information 
requirements of rules 3-01 and 3-12 do not apply to 
management investment companies. These 
requirements were recently revised’’ to recognize 
quarterly reporting requirements under the 1934 
Act and to insure that financial information provided 
in registration statements under the 1933 Act is at 
least as current as the data already filed by the 
company under the 1934 Act. Because 
management investment companies do not file 
financial information on a quarterly basis under the 





‘Rule 3-02 of Regulation S-X refers to “statements of 
changes in financial position,” a term which, for 
investment company purposes, is synonymous with 
“statements of changes in net assets.” 


Securities Act Release No. 6234 (Sept. 2, 1980) 
[45 FR 63682 (Sept. 25, 1980)]. 
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1934 Act, these provisions should not apply to such 
companies. No change in existing requirements for 
management investment companies as to reporting 
interim financial information would result from this 
amendment. 


The Commission also proposes to amend Article 1 of 
Regulation S-X. Paragraph (a)(4) of rule 1-01 would 
be amended to provide that Regulation S-X states the 
requirements as to form and content for financial 
statements in management investment company 
registration statements and shareholder reports, 
except as otherwise provided by the registration 
statement forms. This amendment would make 
clear that, when the specific forms conflict with the 
requirements of Regulation S-X, the requirements of 
the forms prevail. This amendment is necessary 
because the registration statement forms, as 
explained below, modify the requirements of 
Regulation S-X for management investment 
company prospectuses and shareholder reports. 


Proposed Amendments to 
Registration Statement Forms 


The proposed changes to the financial statement 
items of the registration statement forms, Items 18 
of Form N-1 and Item 20 of Form N-2, would 
accomplish three purposes: 


1) eliminating most of the instructions to financial 
statements from the forms and replacing them with 
a reference to the uniform financial statement 
requirements of Regulation S-X; 


2) including in the registration statement forms 
those modifications to financial statements required 
in Forms N-1 and N-2 and shareholder reports that 
are not of general applicability and therefore not 
appropriate for inclusion in Regulation S-X; and 


3) specifying the financial statement requirements 
for all reports to shareholders under rule 30d-1. 


The amended financial statement items would 
require a prospectus (or part | of the annual update) 
to include the financial statements prescribed by 
Regulation S-X. New instruction A would adopt the 
financial statement requirements of Regulation S-X, 
including proposed rule 3-18, for management 
investment company registration statements. This 
reference to Regulation S-X makes no substantive 
changes in the form and content of financial 
statements now included in prospectuses, other 
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than those changes with respect to the time periods 
to be covered by certain statements discussed 
above with reference to proposed rule 3-18. It should 
be noted that the reference to Regulation S-X results 
in the deletion of most instructions from the 
financial statement items of the registration 
statement forms. 


Instruction A to Form N-1 also repeats a current 
financial statement instruction applicable only to 
open-end investment companies, that the specimen 
price-make-up sheet required by Item 16(a)(7) of 
Form N-1 (General Information as to Plan of 
Distribution) may be furnished as a continuation of 
the balance sheet or statement of assets and 
liabilities. ' 


Instruction B of the proposed financial statement 
items specifies two groups of financial statements 
and schedules which, at the registrant’s option, may 
be omitted from the prospectus (Part | of the annual 
update) and include in Part II of the registration 
statement. This instruction does not change present 
requirements. 9 


Instruction C of the proposed financial statement 
items retains the current requirement of instruction 
16.a. of the financial statement items that, if the 
registrant has not previously had an effective 
registration statement under the 1933 Act and the 
balance sheet or statement of assets and liabilities in 
its initial registration statement under the 1933 Act 
is as of a date more than ninety days prior to the date 
of filing, the prospectus must include a 
corresponding balance sheet or statement of assets 
and liabilities as of a date within ninety days prior to 
the date of filing, in addition to related financial 
statements from the close of the fiscal year up tothe 
date of the more recent balance sheet. This 





8This instruction is not applicable to closed-end 
companies and therefore is not included in Item 20 
of Form N-2. 


'8Currently, the registration statement forms provide 
that the income statements for the two fiscal years 
preceding the most recent fiscal year may be 
omitted from the prospectus and filed in Part II ofthe 
Registration Statement. No comparable statement is 
included in proposed instruction B because of the 
change in proposed rule 3-18(c) as to income 
statements, discussed above. 
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instruction would supersede, for such management 
investment companies, the rules as to age of 
financial statements in Article 3 of Regulation S-X*° 
but would make no changes in present 
requirements. 


The next two instructions of the proposed financial 
statement items would adopt the uniform set of 
financial statement instructions of Regulation S-X, 
as modified by the registration statement forms, for 
reports to shareholders under section 30(d). 
Instruction D(1) would require the annual report to 
contain the financial statements specified by 
Regulation S-X, as modified by instruction B, for the 
periods specified by Regulation S-X, as modified by 
instruction B, for the periods specified by Regulation 
S-X, except that the cost of individual securities may 
be omitted from the schedule of investments. 
Instruction D(2) would require annual reports to 
contain the condensed financial information 
required by Item 3(a) of the forms for the five most 
recent fiscal years, with at least the most recent 
fiscal year audited.2! These two instructions would 
make no substantive changes from present 
requirements, other than those discussed above 
regarding time periods for financial statements as 
prescribed by proposed rule 3-18. One technical 
change in the statement of changes in net assets 
required in shareholder reports would result from 
the reference of shareholder report financial 
statement requirements to Regulation S-X. This 
reference would add to shareholder reports the 
requirement of rule 6-08(b)(8) of Regulation S-X [17 
CFR 210.6-08(b)(8)], that the statement of changes 
in net assets also include, by footnote or otherwise, 
the aggregate amount per share of dividends and 
distributions to stockholders. Since this information 
already is provided in shareholder reports as part of 
the per share table, registrants can satisfy this 
requirement for shareholder reports, as most 
already do for prospectuses, merely by reference in 
footnote or otherwise to the per share table. 


Instruction D(3) would require disclosure in the 
annual report of aggregate remuneration paid by the 
company to specified groups, unless this disclosure 
is shown elsewhere in the report as part of the 
financial statements. This requirement makes no 
changes in current annual report requirements, as it 
is identical to the disclosure now required by section 
30(d)(5) of the 1940 Act and rule 30d-1 thereunder. 
The introductory clause to instruction D(3) was 
included in recognition of the current practice of a 
number of companies to disclose information 
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sufficient to satisfy section 30(d)(5) by footnote to 
their income statements in response to rule 6- 
04(b)(2) of Regulation S-X [17 CFR 210.6-04(b)(2)]. 
To the extent that registrants include disclosure 
sufficient to satisfy instruction D(3) in a footnote to 
the income statements (or elsewhere in the annual 
report), separate disclosure of aggregate 
remuneration would not be required. Registrants 
that do not choose to include such disclosure by 
footnote to the financial statements would have to 
include such disclosure separately in the annual 
report, as is required now. Finally, the last sentence 
of instruction D would make the rules in Regulation 
S-X for the age of financial statements inapplicable 
to annual reports of management investment 
companies. 


Instruction E(1) of the proposed financial statement 
items would require all reports to shareholders 
except the annual report (i.e., primarily the 
semiannual report),?2 to contain the financial 
statement specified by Regulation S-X, as modified 
by instruction B, for the period commencing either 
with the beginning of the company’s fiscal year or a 
date not later than the date after the close of the 
period included in the last report under section 





Rules 3-01 and 3-12 [17 CFR 210.3-01, 3-12] 
require the inclusion in registration statements of 
interim financial information that is no less current 
than the interim data required for noninvestment 
company registrants on Form 10-Q [17 CFR 
249.308a], the quarterly report to the Commission 
under the 1934 Act. To extend the interim financial 


information requirement to management 
investment companies, which do not file interim 
financial information on a quarterly basis, would 
appear unnecessarily burdensome. 


21The Commission is specifically excluding from 
annual reports, and all other section 30(d) reports, 
the requirement of including the condensed 
financial information as to senior securities required 
by Item 3(b) of the forms, because this information 
appears to be of little usefulness to shareholders. 


22The language of instruction E covers not only 
semiannual reports to shareholders, but also the 
initial report of a newly registered management 
investment company. It is modeled upon current 
rule 30d-1(a) and makes no change to current 
requirements. 
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30(d),?3 and for the most recent preceding fiscal 
year, except that the cost of individual securities 
may be omitted from the schedule of investments. 
Instruction E(2) would require such reports to 
contain the condensed financial information 
specified by Item 3(a) of the forms for the period of 
the report and for the five most recent fiscal years. 
These two instructions would make no substantive 
changes from present requirements. In addition, 
instruction E(3) would, as discussed above with 
reference to instruction D(3), preserve the 
requirement of section 30(d)(5) of the 1940 Act for 
disclosure in the semiannual report of aggregate 
remuneration paid by the company. The last 
sentence of instruction E would make the rules in 
Regulation S-X as to age of financial statements 
inapplicable to semiannual reports. Instruction F of 
Item 18 refers open-end management investment 
companies to General Instruction E of Form N-1, 
which contains the provisions for incorporation by 
reference of financial statements from shareholder 
reports into the prospectus, as is discussed in detail 
below.** 


Proposed Rule 30d-1 


New rule 30d-1 would adopt the financial statement 
requirements in the registration statement forms, as 
those forms modify Regulation S-X, for annual and 
semiannual reports to shareholders. As a result, 
financial statements in both prospectuses and 
annual reports to shareholders would be prepared 
pursuant to the uniform instructions for financial 
statements in Regulation S-X, as modified for 
management investment companies by proposed 
rule 3-18 and the forms. All instructions to financial 
statements have been eliminated from proposed 
rule 30d-1. Only paragraph (a) of the proposed rule 
is relevant to the standardization of financial 
statements and is discussed here. The remaining 
provisions of the rule refer only to open-end 
companies and are discussed below. 


Paragraph (a) of proposed rule 30d-1, like the 
Current rule, would require every management 


investment company, at least semiannual, to 
transmit a report to shareholders. The proposed 
rule, however, would refer to the financial statement 
items of the company’s registration statement form 
under the 1940 Act for the content of and periods to 
be covered by the financial statements in such 
reports, rather than the present reference to clauses 
(1) through (6) of section 30(d). This amendment 
makes no substantive changes, but merely eliminates 
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references to outdated terminology contained in 
section 30(d). The proposed requirements for 
shareholder reports are found in instruction D and E 
of Item 18 of Form N-1 and Item 20 of Form N-2, as 
discussed above. In addition, proposed rule 30d- 
1(a) requires the initial report to shareholders of an 
investment company which is newly registered 
under the 1940 Act to be made as of the close of the 
fiscal year or half-year first occurring on or after the 
date upon which the company has filed its 
notification of registration under the 1940 Act. This 
is the same as current requirements. 


TRANSMISSION OF FINANCIAL INFORMATION 


Reconciliation of the different requirements for 
financial statements in prospectuses (or annual 
updates) and in annual reports to shareholders 
under section 30(d) of the 1940 Act would make it 
possible for management investment companies to 
prepare a single set of financial statements for use in 
both documents. This step, by itself, should 
eliminate some of the costs of preparation of 
disclosure documents. In addition, because there is 
considerable overlap in the readership of annual 
reports and prospectuses, the Commission is 
proposing two optional provisions with respect tothe 
way open-end management companies transmit 
financial information to shareholders and 
prospective investors. These provisions are 
designed to permit such companies to eliminate 
duplicative printing and mailing costs.*° First, a 
mutual fund could incorporate financial statements 





23This is the same period now required by rule 30d- 
1(a). 


“This instruction is not applicable to closed-end 
companies and therefore is not included in Item 20 
of Form N-2. 


25These proposals would apply only to open-end 
investment companies because they must update 
their prospectuses annually (see note 5 supra), as 
well as prepare reports to shareholders. Closed-end 
companies file financial statements as part of their 
1940 Act registration statement updates but these 
are only filed with the Commission; they are not sent 
to shareholders or prospective investors. Closed-end 
companies would, however, gain the benefit of the 
savings to be derived from having to prepare only a 
single set of financial statements. 
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from its shareholder reports by reference into its 
prospectus, provided that the shareholder report 
was also furnished to persons receiving the 
prospectus.”* Second, a fund could elect instead to 
send a currently effective prospectus (containing 
financial statements) in satisfaction of any 
shareholder report requirement.*’ 


It should be noted that with both options the single 
set of financial statements that is prepared must 
satisfy the requirements of two types of disclosure 
documents: shareholder reports (annual or 
semiannual) and prospectuses. The requirements 
of these two documents would vary inthree respects 
so that registrants, in order to use either of the 
proposed options, would have to prepare one set of 
financial statements satisfying both sets of 
requirements. First, condensed financial 
information is required in a prospectus for the ten 
most recent fiscal years, with at least the five most 
recent years audited, but this information is 
provided in annual (and semiannual) reports for a 
shorter period. Thus, any registrant wishing to 
transmit a prospectus as the equivalent of a 
shareholder report, or to incorporate by reference 
from a shareholder report into a prospectus, would 
have to provide condensed financial information in 
the single set of financial statements for the longer 
periods required in a prospectus. 


Second, financia! statement disclosure of the 
remuneration paid by an investment company is 
required in a prospectus as part of the income 
statements in the format prescribed by rule 6- 
04(b)(2) of Regulation S-X [17 CFR 210.6-04(b)(2)], 
but in shareholder reports the format is prescribed 
by section 30(d)(5) of the 1940 Act, as embodied in 
instructions D and E of the proposed financial 
statement items to the registration statement forms. 
While the formats for this disclosure are somewhat 
similar, they are not interchangeable. Thus, any 
registrant wishing to use either option would have to 
provide disclosure of remuneration sufficient to 
satisfy the requirements of both rule 6-04(b)(2) of 
Regulation S-X and section 30(d)(5) of the 1940 Act. 


Third, the cost of individual securities in the 
schedule of investments is required in a prospectus 
pursuant to Regulation S-X, but it does not appear in 
the comparable schedule in shareholder reports 
under GAAP. Thus, any registrant wishing to 
transmit a prospectus as the equivalent of a 
shareholder report, or to incorporate by reference 
from a shareholder report into a prospectus, would 
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have to provide disclosure of the cost of individual 
securities in the schedule of investments that is part 
of the single set of financial statements. 


These proposed provisions for transmission of 
financial information would be alternative methods 
to satisfy current requirements. They are intended to 
eliminate the need for funds to print and mail the 
same financial statements in two different 
documents. Of course, mutual funds may continue 
to transmit prospectuses and annual reports 
separately. 


Incorporation by Reference 


The Commission is proposing to permit open-end 
management investment companies to incorporate 
by reference into their prospectuses the financial 
statements contained in any report to shareholders, 
semiannual or annual, required by section 30(d) and 
rule 30d-1 thereunder. This proposal would provide 
open-end companies with the opportunity to reduce 
the costs associated with preparing and transmitting 
different disclosure documents, /.e., the prospectus 
and reports to shareholders, containing identical 
financial information. Incorporation by reference 
would be permitted by two amendments to Form N- 


1: to General Instruction E, “Incorporation by 





26This approach is similar to new Form S-15 under 
the 1933 Act [17 CFR 239.29] for certain business 
combination transactions. See Securities Act 
Release No. 6232 (Sept. 2, 1980) [45 FR 63647 
(Sept. 25, 1980)]. 


27lt might be noted that the Commission staff has 
previously indicated that it is considering whether to 
recommend that the Commission propose 
amendments that would require investment 
companies to provide disclosure about changing 
prices in their registration statements and post- 
effective amendments thereto. The instant 
proposals are not meant to suggest any 
determination by the Commission or its staff 
regarding that matter. 
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Reference,’ and to 
“Undertakings.”° 


Item 10° ot Part 11, 


Amendments to General Instruction E would permit 
an open-end company to incorporate by reference 
condensed financial information, financial 
statements, or both, contained in a semiannual or 
annual report, provided three conditions are 
satisfied: first, the financial information 
incorporated by reference must be prepared in 
accordance with and cover at least the periods 
specified by Form N-1 for a prospectus; second, the 
registrant must furnish the undertaking prescribed 
by proposed Item 10(c) of Part I! of Form N-1 
regarding delivery to all persons to whom the 
prospectus is furnished of the report to shareholders 
from which financial information is incorporated; 
and third, the registrant must include a statement 
identifying the financial information incorporated by 
reference at each place in the prospectus where the 
financial information would have otherwise 
appeared. 


The first condition, that the incorporated financial 
statements be prepared in accordance with the 
requirements of Form N-1 for a prospectus, is 
necessary to ensure that the financial statements 
incorporated by reference from a report to 
shareholders, particularly if such report is a 
semiannual report, are prepared in accordance with, 
and cover the periods specified by, Form N-1. Thus, 
any registrant choosing to incorporate by reference 
from its semiannual report would have to include in 
such report financial statements that satisfy the 
requirements both of a shareholder report and a 
prospectus.”? This condition also makes a change 
with respect to condensed financial information 
disclosure, remuneration disclosure, and cost of 
securities disclosure, as noted above. Condensed 
financial information, if incorporated by reference 
into a prospectus, would have to be presented in the 
shareholder report for the period required in a 
prospectus (the ten most recent fiscal years, with at 
least the five most recent years audited) rather than 
the period prescribed by GAAP for either an annual 
report (the five most recent fiscal years, with at least 
the latest year audited) or a semiannual report (the 
period of the report plus the most recent preceding 
fiscal year). Remuneration disclosure would have to 
be presented in the shareholder report in a form 
sufficient to satisfy both rule 6-04(b)(2) of 
Regulation S-X and section 30(d)(5) of the 1940 Act 
(as embodied in the proposed financial statement 
items to the forms). To the extent that registrants, in 
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the course of satisfying the disclosure requirement 
of Regulation S-X, also satisfy the requirement of 
section 30(d)(5) of the 1940 Act, the information 
called for by that section would not have to be 
restated separately. Finally, the cost of individual 
securities would have to be included inthe schedule 
of investments. 


The second condition regarding compliance with the 
undertaking of Item 10 of Part II is included to help 
ensure that registrants will fulfill their duty to provide 
investors with the document containing the 
incorporated financial statements. Item 10 would 
require registrants which incorporate by reference 
to assure that a copy of the shareholder report 
containing the incorporated financial statements 
accompanies the prospectus, unless the person 
receiving the prospectus is a current shareholder 
who has already been provided with a copy of that 
shareholder report. This undertaking recognizes 
that existing shareholders will already have received 





28A potential barrier to incorporation by reference, 
based on practical considerations, is the 
requirement of present rule 30d-1(a) that open-end 
companies transmit their reports to shareholders 
within forty-five days of the close of the period for 
which the report is being made. The Commission 
proposes to extend this period to sixty days, as 
discussed infra. This extension should also provide 
sufficient time for preparation of financial 
statements to be incorporated by reference. 


2?Accordingly, a registrant choosing to incorporate 
by reference, or to transmit a prospectus as the 
equivalent of its semiannual report, would have to 
include the following financial statements in its 
semiannual report for the following periods: 


Statements 
Balance sheets or statements 
of assets and liabilities 


Periods 

As of the close of the most recent 
fiscal year (audited) and as of 

the close of the period covered by 
the semiannual report (unaudited) 
As of the date of the balance sheet or 
statement of assets and liabilities 
(audited) and as of the date of the 
semiannual report (unaudited) 

The most recent fiscal year (audited) 
and for the period covered by the 
semiannual report (unaudited) 
Statements of changes in net assetsThe two most recent fiscal years 
(audited) and for the period covered 
by the semiannual report (unaudited) 
The ten most recent fiscal years 
(audited) and for the period covered 
by the semiannual report (unaudited) 


Schedules of investments 


Income statements 


Condensed financial information 
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a copy of the shareholder report containing the 
incorporated financial statements, and it would be 
unnecessarily burdensome to require investment 
companies to send them another. To accommodate 
shareholders who have not kept the report, the 
registrant would further be required to undertake to 
send a copy of the shareholder report, without 
charge, to any person requesting one, and to provide 
the name, address, and telephone number of the 
person to whom such a request should be directed.*° 


In order to alert readers of a prospectus without 
financial statements that those statements are 
located in another document (which either 
accompanies the prospectus or, in the case of 
current shareholders, may have been previously 
furnished), the third condition to General Instruction 
E would require the registrant to include a 
statement, at each place in the prospectus where the 
condensed financial information, financial 
statements, or both, would otherwise appear, 
identifying the information in a report to 
shareholders that is incorporated by reference into 
the prospectus. The registrant would be responsible 
for the information incorporated by reference as if it 
had been set forth in the prospectus. 


The proposed amendment to General Instruction E 
provides further that the registrant, at its option, may 
specifically describe those portions of its report to 
shareholders which are not incorporated by 
reference into the prospectus. If the registrant 
includes this description, it must be included in the 
prospectus (along with the description of that 
information which is incorporated by reference) and 
may also be included in Part II of the registration 
statement. 


Transmission of a Prospectus as a 
Report to Shareholders 


Paragraph (c) of proposed rule 30d-1 would permit 
an open-end management investment company to 
transmit to existing shareholders a copy of its 
currently effective prospectus under the 1933 Actas 
the equivalent of any report to shareholders, annual 
or semiannual, required by section 30(d) and rule 
30d-1 thereunder, provided that such prospectus 
includes specified additional information. This 
proposal would provide open-end companies with 
another opportunity to reduce costs associated with 
preparing and transmitting disclosure documents 
containing identical financial information. At the 
same time, shareholders might benefit by being 
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provided with a document containing all of the 
information that would have been included in a 
shareholder report plus the additional disclosure 
contained in a prospectus. 


In the case of both the semiannual and annual 
reports, proposed rule 30d-1(c) would require the 
prospectus serving as a semiannual or annual report 
to contain: (1) condensed financial information for 
the time period required in a prospectus (the ten 
most recent fiscal years, with at least the five most 
recent years audited) rather than the shorter periods 
prescribed for a semiannual or annual report, and 
(2) remuneration disclosure to satisfy the 
requirements both of rule 6-04(b)(2) of Regulation 
S-X and section 30(d)(5) of the 1940 Act. Finally, 
rule 30d-1(c) would require financial statements 
and condensed financial information to be provided 
in the semiannual report not only for the periods 
required for a prospectus, but also for the additional 
fiscal half-year period required in a semiannual 
report.*2 


To take advantage of the provision, it would be 
necessary, pursuant to proposed rule 30d-1(c), for 





This portion of the proposed amendment to Item 
10 is modeled after a similar undertaking in Form S- 
8 under the 1933 Act [17 CFR 239.16b]. 


Attention is directed to General Instruction G(2) of 
Form N-1, which provides that the condensed 
financial information should not be further back in 
the prospectus than the fifth page thereof and 
should not be preceded by any other chart or table. 
Accordingly, if condensed financial information ina 
report to shareholders is incorporated by reference 
into the prospectus, the statement required by 
General Instruction E would have to appear within 
the first five pages of the prospectus and would not 
be preceded by any other chart or table. Likewise, if 
financial statements in any report to shareholders 
are incorporated by reference in satisfaction of the 
requirements of Item 18 of Form N-1, the statement 
required by General Instruction E would be placed in 
a separate section following the responses to the 
previous items in Form N-1, in accordance with the 
instruction to Item 18. 


32Note 29 supra sets forth a table specifying the 
financial statements and periods to be covered ina 
prospectus serving as the equivalent of a 
semiannual report. 
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an open-end company to have its updated 
prospectus become effective and transmitted to 
shareholders within sixty days after the close of the 
period for which the report is being made. This sixty- 
day period is an extension of the forty-five day period 
for mailing shareholder reports now specified by rule 
30d-1(a). The Commission believes this extension is 
necessary in order to provide sufficient time for 
open-end companies to take advantage of this 
provision and the incorporation by reference 
provision.*? 


The sixty-day period represents a shorter time than 
the period usually allowed for open-end companies 
to make the annual update of their prospectus by 
post-effective amendment.* Nevertheless, a period 
of sixty days for preparation and transmission of a 
prospectus should be sufficient for companies 
which are not making any material changes in their 
prospectus other than the annual update of financial 
information, since post-effective amendments filed 
by such companies can become effective 
automatically, either upon filing or on a date within 
twenty days of filing, pursuant to rule 465 under the 
1933 Act [17 CFR 230.465]. In addition, the time 
spent in preparation of a traditional report to 
shareholders would be eliminated for open-end 
companies electing this provision. 


A company that must file its annual updating 
amendment under rule 465(a), because of a 
material change requiring disclosure in the 
prospectus that has occurred since the effective 
date of the registrant’s most recent registration 
statement or post-effective amendment thereto 
containing a prospectus, would have to follow 
special procedures in order to be able to transmit its 
currently effective prospectus as the equivalent of a 
shareholder report. Specifically, the registrant would 
have to update its prospectus through two post- 
effective filings, rather than one. 


The first post-effective amendment would be filed 
under rule 465(a), disclosing in the narrative part of 
the prospectus the material changes that make the 
amendment ineligible for immediate effectiveness 
under rule 465(b), and would be filed before the end 
of the registrant's fiscal year. As aresult of its timing, 
this amendment would not contain updated 
financial statements, but rather the same financial 
statements as the prospectus in effect at the time 
the amendment was filed. The amendment would 
then normally become effective on the sixtieth day 
after filing pursuant to rule 465(a). After the end of 
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the fiscal year, tne registrant would file a second 
post-effective amendment, containing the financial 
statements for the recently ended fiscal year as well 
as the new narrative disclosure that had recently 
become effective. Provided, of course, that no 
material events had occurred since the effective 
date of the first post-effective amendment, the 
second amendment could be filed pursuant to rule 
465(b), and thus could become effective upon filing 
or within twenty days thereafter. Thus, this second 
amendment, if timely filed, could become effective 
within the period for transmitting shareholder 
reports (i.e., sixty days after the close of the period 
for which the report is made) so that the prospectus 
filed as part of the second post-effective amendment 
could be used as a shareholder report. 


Several points should be noted about this procedure. 
First, the procedure can be used only if the material 
events which cause the registrant to file under rule 
465(a) are of such anature that adequate disclosure 
about them can be made solely in the narrative part 
of the prospectus, without an attendant change in 
the financial statements. Second, the first post- 
effective filing should be made before the close of 
the registrant’s fiscal year and at atime such thatthe 
sixty-day waiting period of rule 465(a) will expire 
before the sixtieth day after the end of registrant’s 
fiscal year. Third, the second post-effective 
amendment could not be filed before the first filing 
had become effective; otherwise, as a post-effective 
amendment containing a prospectus, under rule 





Because of the standardization of the mailing 
period at sixty days, the special provisions for 
nondiversified companies in present rule 30d-1(a) 
would no longer be necessary and would be 
eliminated. Additionally, paragraph (d) of the new 
rule contains a provision for seeking extension of the 


mailing period that is 
requirements. 


identical to current 


Pursuant to section 10(a)(3) of the 1933 Act and 
section 24(e)(3) of the 1940 Act, most investment 
companies must have an updating post-effective 
amendment become effective within four months of 
the end of the fiscal year, j.e., 120 days. See note 5 
supra. 
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465(c) it would prevent the first filing from becoming 
effective automatically.*° 


The Commission recognizes that the procedure 
described above would be less convenient than 
updating a prospectus by means of a single filing. 
That procedure, however, would need be followed 
only by companies whose post-effective 
amendments were ineligible for immediate 
effectiveness in a particular year, but which 
nevertheless wished to use their prospectus as the 
equivalent of a shareholder report. Moreover, the 
only other way to make this option available to such 
companies would be to make the time for furnishing 
shareholder reports considerably longer than the 
extension to 60 days being proposed herein. The 
Commission is not prepared to propose such a 
greater extension in view of the requirement of 
section 30(d) of the 1940 Act that information in 
reports to shareholders be “as of a reasonably 
current date.” 


The registration statement forms make no provision 
in the prospectus for inclusion of narrative material, 
such as a letter to shareholders, that is typically 
included (but not required by rule 30d-1) in most 
reports to shareholders. Nevertheless, registrants 
electing to transmit a prospectus as the equivalent of 
a shareholder report would still be free to include 
such a narrative with the prospectus, with the 
understanding that any such narrative might be 
considered part of the prospectus and thus subject 
to prospectus liability. This, however, will not have a 
marked effect upon registrants’ existing duties with 
respect to such narratives. Although the narrative 
portion of a report to shareholders is not specifically 
required as part of a shareholder report, it is already 
subject to section 30(d) of the 1940 Act, which 
provides that a report to shareholders “shall not be 
misleading in any material respect” in light of 
reports filed with the Commission on Forms N-1R 
and N-1Q. It is also subject to section 34(b) of the 
1940 Act, which makes unlawful “any untrue 
statement of a material fact in any. . .report. . .filed or 
transmitted pursuant to this title,” as well as to the 
various other anti-fraud provisions of the federal! 
securities laws, depending upon the facts and 
circumstances surrounding the use of such report. 


TEXT OF PROPOSED 
AMENDMENTS AND PROPOSED RULES 


It is proposed to amend Chapter |! of Title 17 of the 
Code of Federal Regulations as follows: 
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PART 210—FORM AND CONTENT OF AND 
REQUIREMENTS FOR FINANCIAL STATEMENTS, 
SECURITIES ACT OF 1933, SECURITIES EXCHANGE 
ACT OF 1934, PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935, INVESTMENT COMPANY ACT OF 
1940, AND ENERGY POLICY AND CONSERVATION 
ACT OF 1975 


1. By amending paragraphs (a) and (a)(4) of §210.1- 
01 to read as follows: 


§210.1-01 Application of Regulation S-X (17 CFR 
Part 210). 


(a) This part (together with the Accounting Series 
Releases [Part 211 of this chapter]) states the 
requirements applicable to the form and content of 
all financial statements required to be filed as a part 
of — 


(4) Registration statements and shareholder reports 
under the Investment Company Act of 1940 [Part 
274 of this chapter], except as otherwise specifically 
provided in the forms which are to be used for 
registration under this Act. 


2. By adding a new §210.3-18 to read as follows: 
§210.3-18 Additions to and omission of certain 


financial information for management investment 
companies. 





For example, a company with a December 31st 
fiscal year end, which had experienced a material 


event since its last post-effective amendment 
became effective, would file a post-effective 
amendment on December 20, 1980. This 
amendment would contain new narrative disclosure, 
but the financial statements would be as of 
December 31, 1979. The amendment would 
become effective automatically on February 18, 
1981. The second post-effective amendment, which 
contained financial statements as of December 31, 
1980, would have to be filed after February 18, but 
on or before March 1, 1981, and designate an 
effective date enabling the registrant to transmit it as 
a shareholder report on or before March 1, 1981, the 
end of the sixty days after the end of the fiscal year 
specified by proposed rule 30d-1(c). 
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(a) Notwithstanding the requirements of §§210.3- 
01 and 210.3-12 above, the registrant should file a 
balance sheet or statement of assets and liabilities 
only as of the close of the most recent fiscal year; 
such balance sheet or statement of assets and 
liabilities for the immediately preceding fiscal year 
may be omitted. 


(b) The statements of income required by §210.3-02 
shall be comprised of the statements of income and 
expense, statements of realized gain or loss on 
investments, and statements of unrealized 
appreciation or depreciation of investments 
specified by §§210.6-04, 210.6-05, and 210.6-06, 
respectively. 


(c) Notwithstanding the requirements of §210.3-02, 
the registrant should file a statement of income only 
for the most recent fiscal year and statements of 
changes in net assets for the two most recent fiscal 
years preceding the date of the balance sheet or 
statement of assets and liabilities required by 
paragraph (a) of this section. 


(d) Notwithstanding the requirements of §§210.3- 
01 and 210.3-02, any registration statement that 
contains financial statements for the interim period 
between the end of the most recent fiscal year and 
the date of the most recent balance sheet or 
statement of assets and liabilities need not also 
contain financial statements for the corresponding 
interim period of the preceding fiscal year. Although 
such interim financial statements may be 
unaudited, they shall be presented in as much detail 
as is required by this Regulation S-X. 


PART 239—FORMS PRESCRIBED UNDER THE 
SECURITIES ACT OF 1933 


PART 274—FORMS PRESCRIBED UNDER THE 
INVESTMENT COMPANY ACT OF 1940 


1. By amending General Instruction E of Form N-1 by 
adding the following paragraph to the existing text of 
the Instruction: 


§239.15 Form N-1 for open-end management 
investment companies registered on Form N-8A. 


§274.11 Form N-1, registration statement of open- 
end management investment companies. 


** * * * 
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Subject to the above rules, a registrant may 
incorporate by reference, in response to Item 3(a), 
“Condensed Financial Information,” Item 18, 
“Financial Statements,” or to both Items, the 
information contained in any report to shareholders 
meeting the requirements of section 30(d) of the 
1940 Act and rule 30d-1 thereunder, provided the 
following additional conditions are satisfied: 


1. The material that is incorporated by reference is 
prepared in accordance with, and covers the periods 
specified by, this Form; 


2. The registrant furnishes the undertaking specified 
in Item 10(c) of Part !I of this Form regarding delivery 
of the report to shareholders from which information 
is incorporated by reference into the prospectus; 
and 


3. The registrant includes a statement, at each place 
in the prospectus where the information required by 
Item 3(a), Item 18, or both, would otherwise appear, 
that the information is incorporated by reference 
from a report to shareholders. The registrant, at its 
option, may also specifically describe, in either the 
prospectus or both the prospectus and Part II of the 
Registration Statement (in response to Item 1(a)), 
those portions of the report to shareholders that are 
not incorporated by reference and are not a part of 
the Registration Statement. 


2. By amending Item 18 of Part! of Form N-1 to read 
as follows: 


Item 18. Financial Statements 
Instructions: 


A. A Registration Statement on Part | of this Form 
shall contain, in a separate section following the 
responses to the foregoing Items, the financial 
statements and schedules required by Regulation S- 
X [17 CFR 210]. The specimen price-make-up sheet 
required by Item 16.a. of this Form may be furnished 
as a continuation of the balance sheet or statement 
of assets and liabilities specified by Regulation S-X 
[17 CFR 210.6-01]. 


B. Notwithstanding the requirements of Instruction 
A above, the following statements and schedules 
required by Regulation S-X may be omitted from the 
prospectus part of the Registration Statement and 
included in Part II of such Registration Statement: 
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(1) the statements of any subsidiary which is not a 
majority-owned subsidiary; and 


(2) all schedules in support of the most recent 
balance sheet or statement of assets and liabilities, 
except the following: (a) Schedule | [17 CFR 210.12- 
12]; (b) columns A, E, and G of Schedule II [17 CFR 
210.12-13]; and (c) columns A, B, and D of Schedule 
Hl [17 CFR 210.12-14], omitting the information 
called for by paragraph (b) of footnote 1 tocolumnA. 


C. In addition to the requirements of rule 3-18 of 
Regulation S-X [17 CFR 210.3-18], any company 
registered under the 1940 Act which has not 
previously had an effective Registration Statement 
under the 1933 Act shall include in its initial 
Registration Statement under the 1933 Act such 
additional financial statements and condensed 
financial information (which need not be audited) as 
is necessary to make the financial statements and 
condensed financial information included in the 
registration statement as of a date within 90 days 
prior to the date of filing. 


D. Every annual report to shareholders required 
pursuant to section 30(d) of the 1940 Act and rule 
30d-1 thereunder [17 CFR 270.30d-1] shall contain 
the following information: 


(1) the financial statements (audited) required by 
Regulation S-X, as modified by Instruction B above, 
for the periods specified by Regulation S-X, except 
that the following information required by 
Regulation S-X may be omitted from any annual 
report: 


(a) Column C of Schedule | [17 CFR 210.12-12]; 


(b) Column F of Schedule I! [17 CFR 210.12-13]; and 


(c) Column C of Schedule Ill [17 CFR 210.12-14]; 


(2) the condensed financial information required by 
Item 3(a) of this Form, for the five most recent fiscal 
years, with at least the most recent year audited; and 


(3) unless shown elsewhere in the report as part of 
the financial statements required by (1) above, the 
aggregate remuneration paid by the company 
during the period covered by the report (a) to all 
directors and to all members of any advisory board 
for regular compensation; (b) to each director and to 
each member of an advisory board for special 
compensation; (c) to all officers; and (d) to each 
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person of whom any officer or director of the 
company is an affiliated person. 


Notwithstanding the requirements of rules 3-01 and 
3-12 of Regulation S-X [17 CFR 210.3-01 and 3-12], 
interim financial statements other than those 
required by this instruction shall not be included. 


E. Every report to shareholders required by section 
30(d) of the 1940 Act and rule 30d-1 thereunder [17 
CFR 270.30d-1], except the annual report, shall 
contain the following information (which need not be 
audited): 


(1) the financial statements required by Regulation 
S-X, aS modified by Instruction B above, for the 
period commencing either with (a) the beginning of 
the company’s fiscal year (or date of organization, if 
newly organized) or (b) a date not later than the date 
after the close of the period included in the last 
report conforming with the requirements of ruie 
30d-1, and the most recent preceding fiscal year, 
except that the following information required by 
Regulation S-X may be omitted from any report to 
shareholders: 


(a) Column C of Schedule | [17 CFR 210.12-12]; 
(b) Column F of Schedule I! [17 CFR 210.12-13]; and 
(c) Column C of Schedule III [17 CFR 210.12-14]; 


(2) the condensed financial information required by 
Item 3(a) of this Form, for the period of the report as 
specified by (1) above, and the most recent 
preceding fiscal year; and 


(3) unless shown elsewhere in the report as part of 
the financial statements required by (1) above, the 
aggregate remuneration paid by the company 
during the period covered by the report (a) to all 
directors and to all members of any advisory board 
for regular compensation; (b) to each director and to 
each member of an advisory board for special 
compensation; (c) to all officers; and (d) to each 
person of whom any officer or director of the 
company is an affiliated person. 


Notwithstanding the requirements of rules 3-01 and 
3-12 of Regulation S-X [17 CFR 210.3-01 and 3-12], 
interim financial statements other than those 
required by this instruction shall not be included. 


F. Reference is made to General Instruction E 
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regarding incorporation by reference. 


3. By amERTINS Item 
adding the following para 
the Item 


f Form N-1 by 
xisting text of 


Furnish the followin ig undertaking in 
the fo 


which 


Ke 


owing form in a aot | 
reference the 

or financial stat — 
report to eee requ 
on 30(d) of the 1940 Act and rule 
nder: 


paren by 
financia formation 
ontained in a 
pursuant to secti 
30d-1 


nan 


tnereu 


(c) an undertaking to deliver orc 
th the prospect 


VlUS 


ause to be deli 
to each person to whom the 
pectus is sent or given, a copy ofthe Registran 
t to shareholders furnished pursuant to a! 

the requirements of rule 30d-1 from wh 


incorporated 


vered 


3 w 


+,aAW 


nfarmatinn 
ITO atio 


currently 


“J 
2) 


own Ww*< 


3 00 


Yo WF 
+ 

ww ® 
ot 

—~ Oo 
om 

J 

+ 


ct) tp 
+ 
oO 
— 
@m 
ga 
| 
= | 
a @ 


om 
“a 
© 

~4 
® 
t+ 


ono 


J 
@m 
va 
c 
@o 
“ 

2. 


J 


ee 
+a So OC 
cs 
m ¢ 4 


0a 


t rements of Instruction 
C OT | 


t POLIPULLIUTI 


atements and schedules 
n S-X may be omitted from the 
he Registration Statement and 


5 c 
UCN megistration statement: 


r 
reat 
sta 


ne 
ing 


) 
= 


DO ® 


oO 


926/SEC DOCKET 


(1) the statements of any subsidiary which is nota 
majority-owned subsidiary; and 


(2) all schedules in support of the most recent 
balance sheet or statement of assets and liabilities, 
except the following: (a) Schedule | [17 CFR 210.12- 
12]; (b) columns A, E, and G of Schedule || [17 CFR 
210.12-13]; and (c) columns A, B, and D of Schedule 
| [17 CFR 210.12-14], omitting the information 
called for by paragraph (b) of footnote 1 tocolumnA 
C. In addition to the requirements of rule 3-18 of 
Regulation S-X [17 CFR 210.3-18], any company 
registered under the 1940 Act which has not 
previously had an effective Regulation Statement 
under the 1933 Act shall include in its initial 
Registration Statement under the 1933 Act such 
additional financial statements and condensed 
financial information (which need not be audited) as 
S necessary to make the financial statements and 
condensed financial included in the 
registration statement as of a date within 90 days 


prior to the date of filing. 


information 


- 


D. Every annual report 
pursuant to section 30(d 

30d-1 thereunder [17 CF 
the following information 


required 
t and rule 
| contain 


(1) the financial statements (audited) required by 
Regulation S-X, as modified by Instruction B above, 
for the periods specified by Regulation S-X, except 
that the following 
Regulation S-X may be omitted from any annual 
report: 


nformation required by 


(a) Column C of S 
(b) Column F of Schedule II [17 
(c) Column C of Schedule II! [17 


(2) the condensed financial information required by 
Item 3(a) of this Form, for the five most recent fiscal 
years, with at least the most recent year audited: and 


(3) unless shown elsewhere in the report as part of 
the financial statements required by (1) above, the 
aggregate remuneration paid by the company 
during the period covered by the report (a) to all 
directors and to all members of any advisory board 
for regular compensation; (b) to each director and to 
each member of an advisory board for special 
compensation; (c) to all officers; and (d) to each 
person of whom any officer or director of the 
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company is an affiliated person. 


Notwithstanding the requirements of §§3-01 and 3- 
12 of Regulation S-X [17 CFR 210.3-01 and 3-12], 
interim financial statements other than those 
required by this instruction shall not be included. 


E. Every report to shareholders required by section 
30(d) of the 1940 Act and rule 30d-1 thereunder [17 
CFR 270.30d-1] except the annual report, shall 
contain the following information (which need not be 
audited): 


(1) the financial statements required by Regulation 
S-X, aS modified by Instruction B above, for the 
period commencing either with (a) the beginning of 
the company’s fiscal year (or date of organization, if 
newly organized) or (b) a date not later than the date 
after the close of the period included in the last 
report conforming with the requirements of rule 
30d-1 and the most recent preceding fiscal year, 
except that the following information required by 
Regulation S-X may be omitted from any report to 
shareholders: 


(a) Column C of Schedule | [17 CFR 210.12-12]; 


(b) Column F of Schedule |! [17 CFR 210.12-13]; and 


(c) Column C of Schedule Ii! [17 CFR 210.12-14]; 


(2) the condensed financial! information required by 
Item 3(a) of this Form, for the period of the report, as 
specified by (1) above, and the most recent 
preceding fiscal year; and 


(3) unless shown elsewhere in the report as part of 
the financial statements required by (1) above, the 
aggregate remuneration paid by the company 
during the period covered by the report (a) to all 
directors and to all members of any advisory board 
for regular compensation; (b) to each director and to 
each member of an advisory board for special 
compensation; (c) to all officers; and (d) to each 
person of whom any officer or director of the 
company is an affiliated person. 


Notwithstanding the requirements of §§3-01 and 3- 
12 of Regulation S-X [17 CFR 210.3-01 and 3-12], 
interim financial statements other than those 
required by this instruction shal! not be included. 


PART 270—RULES AND REGULATIONS, 
INVESTMENT COMPANY ACT OF 1940 
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1. By revising §270.30d-1 to read as follows: 


§270.30d-1 Reports to stockholders of management 
companies. 


(a) Every registered management company shall 
transmit to each stockholder of record, at least 
semiannually, a report containing the financial 
statements required to be included in such reports 
by the company’s registration statement form under 
the 1940 Act (instructions D and E of Item 18 of Form 
N-1 or Item 20 of Form N-2) except that the initial 
report of a newly registered company shal! be made 
as of a date not later than the close of the fiscal year 
or half-year first occurring on or after the date on 
which the company’s notification of registration 
under the 1940 Act is filed with the Commission. 


(b) Each report shall be mailed within 60 days after 
the close of the period for which such report is being 
made. 


(c) As the equivalent of any report required to be 
transmitted to shareholders by this rule, an open- 
end company may transmit a copy of its currently 
effective prospectus under the Securities Act, 
provided such prospectus includes the following 
additional information: (1) in the case of the 
prospectus serving as an annual or semiannual 
report, the remuneration disclosure required by 
section 30(d)(5) of the 1940 Act for the period for 
which the prospectus is serving as a report; (2) inthe 
case of the prospectus serving as a semiannual 
report, financial statements and condensed 
financial information for the fiscal half-year period of 
the report. Such prospectus shal! be mailed within 
60 days after the close of the period for which the 
report is being made. 


(d) The period of time within which any report 
prescribed by this rule shall be mailed may be 
extended by the Commission upon written request 
showing good cause therefor. Section 270.0-5 shall 
not apply to such requests. 


STATUTORY AUTHORITY: The Commission hereby 
publishes for comment proposed amendments to 
Regulation S-X, proposed amendments to Form N-1 
and Form N-2, and proposed revised rule 30d-1 
pursuant to the authority of sections 7, 8, and 19(a) 
of the Securities Act of 1933 [15 U.S.C. 77g, 77h, 
and 77s(a)] and sections 8, 30(d), 31{c), and 38(a) 
of the Investment Company Act of 1940 [15 U.S.C. 
80a-8, 80a-29(d), 80a-30(c), and 80a-37(a)]. 
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By the Co 


mmission. 


George A. Fitzsimmons 
Secretary 





Appendix—Comparison of Current and Proposed 
Financial Statement Requirements 


Item 


Current 
Prospectus 
Requirement 


Current 


Requirement 


Proposed 


Annual Report Uniform 


Requirement 





Regulation S-X 


Governs form 
and content of 
financial state- 
ments 


Not applicable Would govern form and content 


of financial statements in both 
documents, as modified by 
registration statement forms. 





Balance sheet 
or statement 
of assets and 
liabilities 


1 year (instruc-1 year (rule 
tion 16.c.(i) of 30d-1(a)) 
forms) 


1 year (rule 
3-18(a)) 





Specimen 
price-make-up 
sheet 


Yes—may be Not required 
furnished as 

continuation of 

balance sheet 

or statement of 

assets and 

liabilities (in- 

struction 

16.c.(i) of 

Form N-1) 


Continue current requirements 
(Item 18(a) of Form N-1). A 
registrant using either optional 
provision would have to pro- 
vide this information in the 
single set of financial state- 
ments prepared 





Schedule of 
investments 


Yes (instruc- 
tion 16.c.(i) 
of forms) 


Yes (rule 
30d-1(c) 


Yes (rule 3-18(a)) 





Cost of securi- 
ties in sched- 
ule of invest- 
ments 


Yes (Regula- 
tion S-X) 


Continue current require- 
ments. A registrant using 
either optional provision 
would have to provide this in- 
formation in the schedule of 
investments that is part of the 
single set of financial state- 
ments. 





Income state- 
ments 


3 years (in- 
struction 
16.c.(ii) of the 
forms) 


1 year (rule 
30d-1(a) and 
GAAP) 


1 year (rule 3-18(c)) 





Ratio of in- 
vestment com- 
pany operat- 
ing expenses to 
investment in- 


Yes (instruc- 
tion 16.c.(ii) 
of the forms) 


No 


come as part of 


the income 
statements 





Statement of 
changes in 
net assets 


3 years (in- 
structions 

16.c.(iii) of 
the forms) 


2 years (rule 
30d-1(d)(2) 
and GAAP) 


2 years (rule 3-18(c)) 





Per share 
dividends 
and distribu- 
tions to stock- 
holders 


Yes, as part 
of statements 
of changes in 
net assets 
(rule 6-08(b) 


Not required 


ments of 
changes in 
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Adoption of Regulation S-X 


as part of state-for shareholder reports adds 


the statements of changes in 
net assets requirement for 


net assets, but shareholder reports, but this 


(8) of Regula- provided as 
tion S-X), and part of per 
as part of per share table 
share table (GAAP) 
(Items 3(a)(4) 

and 3(a)(6) of 

registration 

statement 

forms) 


requirement could be satisfied 
by footnote incorporating by 

reference the comparable dis- 
closure of the per share table. 





Condensed 
financial 
information 


10 years, at 5 years, at 
least 5 most least latest 
recent audited year audited 
(Item 3(a) of (GAAP) 
forms) 


Continue current require- 
ments. A registrant using 
either optional provision would 
have to provide condensed 
financial information not only 
for periods of the prospectus, 
but also, in the case of a semi- 
annual report, for the period 
of the report. 


Yes (rule 6-04 Yes (§30(d)(5) Continue current require- 

(b)(2) of Reg- of the 1940 ments. A registrant using 

ulation S-X) Act and rule _ either optional provision 

30d-1) would have to provide dis- 

closure in the single set of 
financial statements prepared, 
sufficient to satisfy both 
requirements. 





Disclosure of 
aggregate 

management 
remuneration 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17369/December 12, 1980 


In the Matter 


CHICAGO BOARD OPTIONS EXCHANGE, 
INCORPORATED 

LaSalle at Jackson 

Chicago, Illinois 60604 


(SR-CBOE-80-26) 
ORDER APPROVING PROPOSED RULE CHANGE 


On October 24, 1980, the Chicago Board Options 
Exchange, Incorporated (“CBOE”) filed with the 
Commission, pursuant to Section 19(b)(1) of the 
Securities Exchange Act of 1934, 15 U.S.C. 
78s(b)(1) (the “Act”) and Rule 19b-4 thereunder, 
copies of a proposed rule change which requires that 
members effecting transactions with an Order Book 
Official (“OBO”) obtain an oral confirmation from the 
OBO or his staff as to the material terms of the 
transaction. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
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given by publication of a Commission Release 
(Securities Exchange Act Release No. 17263, 
October 31, 1980) and by publication in the Federal 
Register (45 FR 74136, November 7, 1980). No 
written statements with respect to the proposed rule 
change were received. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder 
applicable to national securities exchanges, and in 
particular, the requirements of Section 6 and the 
rules and regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned 
proposed rule change be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17370/December 12, 1980 


INCREASE IN FILING FEE FOR ASSOCIATED 
PERSONS OF NON-MEMBER BROKER-DEALERS 


ACTION: Final rule. 


SUMMARY: The Commission is amending Form U-4, 
a personnel form filed by non-member broker- 
dealers concerning their associated persons, to 
raise the level of the initial registration fee for 
associated persons of such broker-dealers from $35 
to $50. The increase inthe Form U-4 filing fee will set 
the level of the initial registration fee for non- 
member broker-dealers at the same level as the 
corresponding fee imposed by the National 
Association of Securities Dealers, Inc. on its 
members. 


EFFECTIVE DATE: Thirty days after publication inthe 
Federal Register. 


FOR FURTHER INFORMATION CONTACT: William J. 
Finegan, Office of Reports and Information Services, 
Securities and Exchange Commission, 1100 L 
Street, N.W., Washington, D.C. 20549 (202) 523- 
5545. 
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SUPPLEMENTARY INFORMATION: Section 15(b)(8) 
of the Act [15 U.S.C. 780(b)(8)] authorizes the 
Commission, by rule, to establish and levy such 
reasonable fees and charges as may be necessary to 
defray the costs of additional regulatory duties 
required to be performed with respect to registered 
brokers or dealers who are not members of a 
registered national securities association (“SECO 
broker-dealers”) and their associated persons.! 
Pursuant to that section, the Commission adopted 
Securities Exchange Act Rules 15b8-1 [17 CFR 
240.15b8-1], and 15b9-1 [17 CFR 240.15b9-1], 
which require SECO broker-dealers to file a Form U-4 
[17 CFR 249.502] concerning each associated 
person engaged in securities activities on behalf of 
the broker-dealer and to pay to the Commission the 
fee prescribed by the form. 


The amendment to Form U-4 adopted today raises 
the fee required to be paid by SECO broker-dealers in 
connection with filing Form U-4 from $35 to $50. 
This increase will conform the filing fee imposed on 
SECO broker-dealers to the level of the correspond- 
ing fee imposed by the National Association of 
Securities Dealers, Inc. (the “NASD”) on its 
members. 


The Amendment to Form U-4 was proposed by the 
Commission in Securities Exchange Act Release No. 
17162 (September 24, 1980) and was published for 


public comment in the Federal Register on 
September 30, 1980. No comments were received 
by the Commission. As noted in the release 
proposing this amendment to Form U-4,? the 
Commission’s experience has been that maintaining 
annual SECO assessments and specific SECO fees at 
rates or levels comparable to those imposed by the 
NASD generates revenues which have reasonably 
approximated expenditures incident to the 
administration of the SECO program. It is the 
Commission’s belief that, for the most part, the costs 
of administering the SECO program continue to 





‘A non-member broker-dealer who is a member of a 
national securities exchange may, under limited 
circumstances, be exempt from this provision. See, 
Securities Exchange Act Rules 15b9-1(e) [17 CFR 
240.15b9-1(e)] and 15b9-2(e)(3) [17 CFR 
240.15b9-2(e)(3)]. 


*Securities Exchange Act Release No. 17162 
(September 24, 1980 (45 FR 64599 (1980)). 
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warrant the imposition of fees at rates similar to 
those imposed by the NASD. In addition, the 
Congress has indicated an intention that SECO 
broker-dealers be subject to regulation comparable 
to the NASD’s regulation of its members.? 


The Commission, of course, recognizes the statutory 
mandate that SECO fees and assessments be 
reasonable and that they be used to defray the costs 
of administering the SECO program. In connection 
with its ongoing responsibilities the Commission 
may seek to determine whether the rates of specific 
fees, including Form U-4 filing fees, bear a 
reasonable correlation to the relevant costs incurred 
by the Commission in administering the SECO 
regulatory program. If such an analysis discloses 
significant variance between the fees collected and 
the costs incurred in administering the relevant 
portion of the SECO program, the Commission may 
consider whether SECO fees should differ from those 
applicable to NASD members.’ 


On the basis of the foregoing, the Commission 
hereby amends Part 249 of the Code of Federal 
Regulations to raise the level of the initial registration 
fee for associated persons of nonmember broker- 
dealers. The Commission finds that the amendment 
to Form U-4 does not impose any burdens on 
competition not necessary or appropriate in 
furtherance of the purposes of the Act. The 
amendment to the special instructions to Form U-4 
is adopted pursuant to the Commission’s authority in 
Sections 15(b)(8) and 23(a) [15 U.S.C. 780(b)(8), 
78w(a)] of the Securities Exchange Act of 1934, 
effective thirty days after publication in the Federal 
Register. 


The amendment to the special instructions reads as 
follows: 


PART 249—FORMS, SECURITIES EXCHANGE ACT 
OF 1934 


§249.502 Form U-4, personnel form, to be filed by 
registered brokers or dealers not members of a 


registered national securities association, for 
associated persons of such brokers and dealers. 


** kk * 


SPECIAL INSTRUCTIONS FOR COMPLETING FORM 
U-4, UNIFORM APPLICATION FOR SECURITIES 
AND COMMODITIES INDUSTRY REPRESENTATIVE 
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AND/OR AGENT. 


** * kK * 


A filing fee of $50 must accompany this form. A 
check should be made payable to the Securities and 
Exchange Commission and mailed along with one 
(1) copy of this Form to the Office of the Comptroller. 


** * * * 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17371/December 12, 1980 


In the Matter of 

NATIONAL ASSOCIATION OF SECURITIES 
DEALERS, INC. 

1735 K Street, N.W. 

Washington, D.C. 20006 

(File No. SR-NASD-78-3) 

ORDER APPROVING PROPOSED RULE CHANGE 

On May 31, 1978, the National Association of 


Securities Dealers, Inc. (the “NASD”) filed with the 
Commission, pursuant to Section 19(b)(1) of the 





3H. Rep. No. 1418, 88th Cong., 2nd Sess. at 12 
(1964). 


4See, Securities Exchange Act Release No. 16235 
(October 2, 1979) (44 FR 57387 (1979)). 
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Securities Exchange Act of 1934,' (the “Act’) and 
Rule 19b-4 thereunder, copies of a proposed rule 
change governing the giving and receiving of selling 
concessions, discounts and other allowances in 
connection with fixed price offerings of securities.* 
The proposal was subsequently amended on 
September 4, 1980.° As discussed below, the 
Commission has determined to approve the 
proposed rule change, as amended. 


|. BACKGROUND 


The proposed rule change will amend Sections 8 and 
24 of Article II! of the NASD’s Rules of Fair Practice 
and will add a new Section 36 to Article ||| and anew 
Section 1(m) to Article l!. Section 8, as amended, will 
impose a more explicit prohibition on a member's 
taking securities in trade at more than their fair 
market price. Section 24, as amended, will, among 
other things, prohibit the granting of selling 
concessions, discounts, or other allowances to 
persons other than brokers or dealers engaged inthe 
investment banking or securities business and will 
permit such payments to be made or received only 
as consideration for services rendered in 
distribution. New Section 36 will prohibit an NASD 
member from selling to, or placing with, any related 
person of the member securities that are part of a 
fixed price offering. Finally, new Section 1(m) of 
Article Il contains a definition of “fixed price 
offering.” 


The proposed rule change was filed in response to 
the legal uncertainty created by a decision in the 
Southern District of New York, Papilsky v. Berndt,’ in 
which the court held that, in the absence of a 
contrary ruling from the NASD or the Commission, 
“underwriting recapture” was available and legal 
under the NASD’s Rules of Fair Practice. In Papilsky, 
shareholders of an investment company brought a 
derivative action against the directors of the 
company and its adviser, Lord Abbett & Co. (“Lord 
Abbett”), alleging that Lord Abbett, as an NASD 
member, could have purchased securities in 
underwritten offerings at the public offering price 
less the selling concession, resold them to the 
company at the public offering price and credited 
the amount of the selling concession against the 
management fee owed by the company.® The court 
found that Lord Abbett had a fiduciary duty to keep 
the disinterested directors of the fund fully and fairly 
informed about the possibility of recapture of selling 
concessions and that, having failed to perform that 
duty, Lord Abbett was liable for damages. The court 
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did not reach the question whether Lord Abbett 
would have been insulated from liability if the 
company’s disinterested directors had reached a 
reasonable business decision not to recapture 
selling concessions.® 





115 U.S.C. 78s(b)(1). 


2Notice of the proposed rule change was given by 
Securities Exchange Act Release No. 15020 (August 
2, 1978), 43 FR 35446 (August 9, 1978). Twenty-two 
letters of comment were received in response to that 
release. The Commission had also received twenty- 
one comment letters before the formal notice of the 
proposed rule change was published. 


3Notice of the amendment was given by Securities 
Exchange Act Release No. 17129 (September 8, 
1980), 45 FR 60529 (September 12, 1980). The 
Commission did not receive any comment letters in 
response to this release. 


“(1976-77 Dec.] Fed. Sec. L. Rep. (CCH) para 95,627 
(S.D.N.Y. 1976). 


SLord Abbett acted, not only as adviser to the 
investment company, but also as principal 
underwriter of the company’s own shares. As 
principal underwriter, it was registered as a broker- 
dealer and was a member of the NASD. 


6See also Fogel v. Chestnutt, 533 F.2d 731 (2d Cir. 
1975), in which the court held that the adviser was 
liable in damages for failing to disclose to the 
disinterested directors of the investment company 
the possibility of becoming a member of the NASD in 
order to recapture for the benefit of the company any 
fees or commissions it could have received as an 
NASD member. The court stated that there would 
have been “a different case” if fair disclosure had 
been made and the doubts, business considerations 
or both,” the investment company should not 
attempt to recapture commission fees. 533 F.2d at 
750. On remand, the District Court held the adviser 
liable to the company’s shareholders for an amount 
that the court found could have been recaptured 
through various recapture techniques. [Current] 
Fed. Sec. L. Rep. (CCH) para 97,550 (S.D.N.Y. 1980). 
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Il. REVIEW OF PRIOR NASD AND COMMISSION 
ACTION 


After the Papilsky decision, Lord Abbett sent a !etter 
to the NASD asking whether the NASD’s Rules of Fair 
Practice prohibit the recapture of selling 
concessions in fixed price offerings.’ The General 
Counsel of the NASD responded, by letter dated 
November 23, 1976, that Section 24 of the Rules of 
Fair Practice did indeed prohibit underwriting 
recapture. On February 17, 1977, the Commission 
wrote to the NASD, stating that the NASD’s 
interpretation of Section 24 raised important issues 
of general applicability with regard to the public 
interest, the protection of investors and the 
appropriateness of burdens on competition, and 
that prior Commission decisions® cast doubt on the 
NASD’s authority to interpret Section 24 in such a 
manner. For those and other reasons, the 
Commission stated that the interpretation should be 
filed as a proposed rule change under the Act. 


The NASD then requested a conference with the 
Commission to consider the issue. At a public 
meeting on May 26, 1977, the Commission inquired 
whether the NASD’s interpretation of Section 24 had 
been consistently applied to other practices of 
underwriters and dealers and, if not, whether the 
prohibition of recapture was an arbitrary application 
of the rule. The NASD agreed to consider the matter 
further and to prepare and file a comprehensive 
proposed rule change. 


On September 23, 1977, the NASD circulated to its 
members for comment a draft of certain proposed 
amendments to its Rules of Fair Practice (the “1977 
Draft”). After receiving comments on the 1977 Draft 
from its members, the NASD revised the proposal 
substantially, recirculated it to its members for 
comment and vote and, on May 31, 1978, filed it with 
the Commission (the “1978 Proposal”). 


In view of the complexity of the questions raised by 
the filing and the importance of the filing to the 
securities markets and the capital-raising process, 
the Commission issued a release soliciting 
additional comment on the issues involved and 
announcing that public hearings would be held.’ 
Sixteen witnesses testified at the hearings, which 
concluded on November 20, 1979, and the 
Commission announced that it would accept 
comments through December 15, 1979.?° 


The hearing and comment process elicited the views 
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of a wide variety of interested persons, including the 
Securities Industry Association (the “SIA”), regional 
and national brokerage firms, investment advisers, 
corporate issuers, industry trade groups, 
institutional investors, the Department of Justice 
and the Department of Treasury. After considering 
these views, the Commission determined at a public 
meeting on July 3, 1980 to send to the NASD a letter 
(the “1980 Commission letter’) requesting that the 
NASD consider amending proposed Sections 8 and 
24 in certain respects.'!! The NASD then amended 





In addition, Lord Abbett and several other 
investment advisers to investment companies have 
filed applications for exemptive orders with the 
Commission seeking relief from certain provisions of 
the Investment Company Act of 1940, including 
Section 17(a) [15 U.S.C. 80a-17(a)], which restricts 
securities transactions between registered 
investment companies and their investment 
advisers. See, e.g., Application of Congress Street 
Fund, Inc., et al., August 27, 1976 (File No. 812- 
3092); Application of Lord Abbett & Co., et al., 
August 23, 1976 (File No. 812-4018); Application of 
Putnam Management Co., Inc., et al., November 19, 
1976 (File No. 812-4055); Application of Fidelity 
High Yield Municipals, et al., May 8, 1978 (File No. 
812-4306). The Division of Investment Management 
informed these applicants that action could not be 
taken on their applications until the Commission 
decided whether to approve the NASD Papilsky rule 
proposal. Since the Commission is now approving 
the NASD rule proposal, it will not be possible forthe 
Commission to find that the statutory requirements 
for granting these applications can be met. 
Accordingly, the Commission believes that these 
applicants should consider withdrawing their 
applications. 


8See text at note 79, infra. 


*Securities Exchange Act Release No. 15807 (May 9, 
1979), 44 FR 28574 (May 15, 1979). 


Securities Exchange Act Release No. 16342 
(November 14, 1979), 44 FR 66719 (November 20, 
1979). Fifty comment letters were received in 
response to the May 1979 release announcing 
public hearings. 


"Securities Exchange Act Release No. 16956 (July 
3, 1980), 45 FR 46951 (July 11, 1980). 
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the proposed rule change and submitted it to a 
membership vote. The NASD membership approved 
the amended proposal by a vote of 1202 to 80, and 
the NASD filed its final amended version on 
September 4, 1980. Thereafter, the Commission 
published that amended proposal for comment.!2 


Pursuant to Section 19(b) of the Act, the 
Commission has reviewed the proposed rule change 
and has considered the data, views and arguments 
that were submitted in the hearings and in written 
comments received in this proceeding. 


Section 19(b)(2) provides that, in order to approve 
the proposed rule change, the Commission must 
find it consistent with the requirements of the Act 
and the rules and regulations thereunder applicable 
to the NASD. For the reasons discussed more fully 
below, the Commission has determined to approve 
the proposed rule change, as amended bythe NASD. 
The balance of this order sets forth the 
Commission’s basis for its determination, including: 
background information on fixed price underwritten 
offerings (Part III); the evolution of the rule change 
(Part IV); legal standards for approval of the rule 
change (Part V); policy considerations bearing on 
the Commission’s decision to approve the proposal 
(Part Vl); and the Commission’s conclusion (Part 
Vil). 


Ill. THE FIXED PRICE UNDERWRITING SYSTEM 


As background for the discussion of the proposed 
rule change, this section of the release briefly 
summarizes the Commission’s understanding of 
how the fixed price underwriting system currently 
operates. That understanding is based on the 
testimony at the hearings, the comment letters and 
the Commission’s own knowledge and experience in 
administering the federal securities laws with 
respect to issuers, broker-dealers and the securities 
markets in general. 


A corporation may acquire needed funds in several 
ways. It may, for example, borrow money from a 
bank. It may also sell securities in either a public 
offering or a private one. If the corporation decides to 
offer securities, it may engage the services of broker- 
dealers to sell the securities to the public in either 
“firm commitment” or “best efforts” underwritings.'* 
In a firm commitment underwriting, one or more 
investment banking firms agree to purchase the 
securities from the issuer for resale to the public ata 
specified public offering price.'* In a best efforts 
underwriting, broker-dealers do not purchase the 
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securities from the issuer but instead agree for a fee 
to use their best efforts to sell the securities on 
behalf of the issuer at the offering price. 


In a typical firm commitment offering of securities, 
investment banking firms organize an underwriting 
syndicate. Each member of the syndicate agrees to 
purchase from the issuer a specified amount of the 
securities and to resell those securities at a specified 
public offering price. The syndicate is managed bya 
managing underwriter who, on behalf of the 
syndicate, executes with the issuer an “underwriting 
agreement.” The underwriting agreement spells out 
the terms of the offering and the amount of 
securities that each syndicate member is 
committed to buy or underwrite. 


The syndicate members also execute an “agreement 
among underwriters’ that establishes the 
obligations of each member. Typically, the 
agreement grants to the managing underwriter (or 
underwriters) broad discretionary authority to 
conduct the offering. Pursuant to that agreement, 
the managing underwriter may be authorized, 
among other things, to buy and sell in the open 
market and for the account of the underwriters the 
securities being offered, to charge each underwriter 
for expenses incurred by the manager and to 
terminate the agreement. The managing 
underwriter may also select additional broker- 
dealers to assist the syndicate in selling the 
securities. Those dealers, who may also be syndicate 
members (the “selling group”), will sign a “selected 
dealer agreement,” setting forth their rights and 
obligations, including their agreement to sell the 
securities at the public offering price. 





12See note 3, supra. 


13Other means of distributing securities may include 
Dutch auctions, English auctions, distributions 
pursuant to Rule 50 under the Public Utility Holding 
Company Act, 17 CFR 250.50 (sealed bidding), and 
shareholder dividend reinvestment and stock 
purchase plans. See letters from the NASD (August 
10, 1979); the SIA (July 31, 1979). See testimony of 
Goldman Sachs & Co. In re Papilsky Hearings— 
Proposed Rule Change by NASD, File No. 4-282 at 
755 (1979) [hereinafter “transcript’]. 


4The public offering price may be determined 
through negotiation with the issuer or by competitive 
bidding. 
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Both the underwriters and the selected dealers 
agree to sell the securities to the public’ at a fixed 
public offering price. The difference between that 
price and the amount received by the issuer is 
known as the “gross spread.” The spread may range 
in size from a fraction of 1% to 10% or more of the 
public offering price depending upon a number of 
factors, including the characteristics of the security, 
the risk to the underwriters, the amount of selling 
effort required and the costs of distributing the 
security. 


The spread normally is composed of three parts: (i) 
the management fee for the managing underwriter, 
(ii) the underwriting compensation received by the 
underwriters, and (iii) the “selling concession” 
received for any securities sold to the public by any 
broker-dealer participating in the distribution. 
Usually, the amount of the selling concession is set 
in advance by the managing underwriter and may be 
as much as 60 to 65% of the spread depending upon 
the effort required to sell the security. The selling 
concession has increased as a percentage of the 
spread in recent years.'° 


In connection with some fixed price offerings, the 
underwriters may elect to “stabilize” the market for 
the offered security during the distribution. The 
managing underwriter places in the primary market 
for the security a syndicate bid to purchase the 
security that is being underwritten. The bid price is 
usually set at or just under the public offering price. 
Stabilization is intended to facilitate an orderly 
distribution of securities by preventing or retarding a 
marked decline in the price of the offered security.!’ 


As described above, the amount of securities 
underwritten by each syndicate member is set by 
agreement. Typically, however, each syndicate 
member retains control over and directly places only 
a portion of the securities it agrees to underwrite. 
This portion is known as its “retention.” The 
remainder of the underwritten securities is placed in 
a general syndicate account, often called the “pot,” 
under the control of the managing underwriter. 
During the course of the distribution, the managing 
underwriter allocates and reallocates securities 
among syndicate and selling group members for a 
variety of reasons; particularly the ability of the 
member to sell the securities. As explained below, 
the “pot” also provides institutional customers with 
the convenience of centralized billing and delivery. 


Purchasers that buy large amounts of a security, 
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such as institutions, frequently may place their 
orders directly with the managing underwriter. 
Customarily, the managing underwriter will deliver 
the securities and confirm the transaction, but the 
purchaser may direct that the sale be credited tothe 
account of one or more dealers that are syndicate or 
selling group members (“designated orders”). The 
preference of some customers to place designated 
orders with the managing underwriter has caused 
some dealers to be included in the selling group at 
the request of prospective purchasers in cases 
where the dealers might not otherwise have been 
asked to participate. 


Another method used for selling the underwritten 
securities involves ‘‘swapping.” In a swap 
transaction, securities are taken in trade from a 
customer in exchange for the underwritten 
securities. Swaps allow a dealer to reduce his risk in 
a distribution by diversifying his holdings of 
securities, and they permit an institution to 
purchase the securities being distributed in 
circumstances where it does not have available cash 
to pay for them or where, for other reasons, it prefers 
not to pay cash for them. Swaps are most common in 





‘SUsually, the syndicate and selling group members 
are also permitted to sell the underwritten securities 
to one another and to any other NASD member at the 
public offering price less a dealer reallowance that 
does not exceed a stated percentage of the selling 
concession. 


6Witnesses testified at the hearings that the spread 
negotiated by the issuer and the underwriters is 
often smailer in an offering that will be sold primarily 
to institutional purchasers since offerings of that 
type usually require less selling effort than offerings 
sold primarily to individuals. Testimony of Goldman 
Sachs & Co. (transcript at 776-77); Sanford C. 
Bernstein & Co., Inc. (transcript at 336-37). 


The syndicate’s stabilizing activities during the 
offering must be conducted in accordance with the 
provisions of Rule 10b-7 under the Act (17 CFR 
240.10b-7) or, inthe case of offerings through rights, 
Rule 10b-8 (17 CFR 240.10b-8). Witnesses at the 
hearings testified that stabilization frequently 
occurs in offerings of equity securities, but almost 
never in offerings of debt securities. See testimony of 
the NASD (transcript at 91); McCarthy, Ried, Crisanti 
& Maffei, Inc. (transcript at 576). 
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debt offerings and in offerings of other securities 
that trade on the basis of yield.'® 


If the securities which a dealer receives from the 
institution have a fair market price lower than that of 
the underwritten securities, the swap is an 
“overtrade” prohibited by Section 8 of Article III of 
the NASD’s Rules of Fair Practice.’? Overtrades 
result, of course, ina type of discount from the public 
offering price and are most common when the 
underwritten securities are difficult to sell because 
the security was priced too high at the outset or 
because of intervening market conditions. In sucha 
“sticky deal,” overtrades enable the underwriter or 
selling group member in effect to adjust the public 
offering price to make the security more attractive, 
thus infringing on the managing underwriter’s power 
to control the offering and on his decision whether to 
terminate the pricing restrictions.” 


For reasons discussed below,”! the growth in the 
economic power of institutional investors has 
exerted pressures on the traditional fixed price 
underwriting system. In response to those 
pressures, questions have arisen as to whether 
institutional investors should attempt to obtain 
discounts from the public offering prices in fixed 
price offerings through such practices as 
“underwriting recapture’*? or overtrading. In 
addition, there has been uncertainty about the 
extent to which institutional fiduciaries should be 
able to purchase securities from the manager out of 
the pot, designating other broker-dealers to receive 
the selling concession to reward them for services or 
products, such as research, provided to the 
institution in the course of the offering or in other 
circumstances.? 


In the NASD’s view, practices such as overtrading 
and recapture threaten to erode the fixed price 
offering system. The NASD states that this erosion 
would result in an increase in (a) underwriting risks, 


(b) capital-raising costs, (c) unwillingness of 
individual investors to purchase securities in fixed 
price offerings and (d) concentration in the 
investment banking field.** In the NASD’s opinion, 
Commission disapproval of the proposed rule 
change would lead to even greater institutional 
pressure on the sytem and to a deterioration of the 
existing ability of securities firms to raise capital for 
American industry. Accordingly, the NASD and 
others have urged the Commission to approve the 
proposed rules. 
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'8The Commission understands that swapping is 
often the result of a selling effort on the part of 
dealers who suggest a swap to an institution to 
improve the overall quality or the yield of the 
institution’s portfolio. Letter from the SIA (July 31, 
1979); testimony of the NASD (transcript at 143-45). 


189A swap transaction may be arranged before the 
effective date of the registration statement. For 
example, the parties sometimes agree to a “spread 
swap” in which the security to be swapped is valued 
in relation to another security, usually a government 
security. If market forces cause a narrowing of the 
spread so that the swapped security should be 
valued at less than the agreed spread in relation to 
the “benchmark” security, an overtrade may occur if 
the swap is executed at the previously agreed upon 
terms. In addition, the practice of spread swapping 
would raise questions under Section 5 of the 
Securities Act of 1933 [15 U.S.C. 77e] if the parties 
in fact reached what was regarded as a binding legal 
agreement concerning the underwritten securities 
before the effectiveness of the registration 
statement. 


Under both the agreement among underwriters 
and the selected dealers agreement, the managing 
underwriter has the power to keep the agreements 
and the pricing restrictions in force for a period not 
exceeding 30, or in some cases 60, days. 


21See text at notes 111-14, infra. 
22See text at note 4, supra. 


23When research is in effect paid for by the managed 
account through brokerage commissions or selling 
concessions, it is said to have been purchased with 
“soft dollars” (as opposed to payments made by the 
account manager out of his own funds, known as 
“hard dollars”). 


?4NASD Analysis of the Record Developed in the 
Matter of Papilsky Hearings from the Perspective of 
Statutory Authority (March 3, 1980) (the “NASD 
Analysis of the Record”) at 15-19. See letter fromthe 
SIA (July 31, 1979) at 28-35; testimony of Morgan 
Stanley & Co., Inc. (transcript at 880); Sanford C. 
Bernstein & Co., Inc. (transcript at 310); The 
Robinson-Humphrey Co., Inc. (transcript at 843-45); 
Piper, Jaffray & Hopwood, Inc. (transcript at 656- 
59). 
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\V. EVOLUTION OF THE PROPOSED NASD RULES 


In developing its proposed rule change, the NASD 
sought to provide a measure of certainty concerning 
the operation of the fixed price underwriting system. 
As discussed briefly above, the NASD’s rule 
proposals which the Commission is today approving 
have evolved over a period of years in response toan 
exhaustive examination conducted by 
commentators, the NASD and the Commission 
itself. That examination has included NASD 
proceedings and several public proceedings and 
meetings before the Commission. The evolution of 
those rules is described below as a prelude to a 
discussion of the Commission’s reasons for finding 
them to be consistent with the Act. 


A. Section 8: swaps and overtrading 


1. Existing Section 8. Section 8 of the NASD’s Rules 
of Fair Practice currently prohibits a member 
participating in a fixed price offering from taking 
other securities, in exchange for the offered ones, at 
more than their fair market price at the time of 
purchase. The section is designed to prevent 
overtrading, but, as currently drafted, provides little 
guidance to members or to the NASD in its 
enforcement efforts in differentiating between a 
permissible swap and a prohibited overtrade. 


2. 1977 Draft. |n connection with its 1977 Draft, the 
NASD stated that swapping is a reasonable business 
practice that is important to the distribution of 
securities and should not be prohibited or 
discouraged. At the same time, however, the NASD 
noted that overtrading results in a customer's 
receiving the underwritten security at a price lower 
than the public offering price. Similarly, ifa member 
effected a swap transaction as an agent and charged 
less than the normal commission, the customer 
would receive what in effect amounted to a discount 
from the public offering price. 


In order to make its prohibition of these practices 
more effective, the NASD expanded Section 8 in the 
1977 Draft to include a definition of “fair market 
price” as a price not lower than the highest 
independent bid and not higher than the lowest 
independent offer.2° The NASD further specified 
that, if a member acted as agent in the sale of 
securities taken in trade, it would have to charge a 
normal commission in connection with the sale. 
With respect to equity securities that are traded ona 
national securities exchange or for which quotations 


936/SEC DOCKET 


are entered in an automated quotation system, the 
1977 Draft would have required a member to obtain 
the quotations from the exchange or from the 
system. With respect to other types of securities, a 
member would have been required to obtain 
quotations from two or more independent dealers or 
to use an independent agent to obtain the 
quotations. The section also contained a definition of 
“normal commission” and “taken in trade.” Finally, 
the 1977 Draft would have required the member to 
keep certain records to verify that the securities had 
been taken in trade at a fair market price. 


Some NASD members criticized the 1977 Draft as 
too restrictive since it did not permit a swap 
transaction to take place at a price lower than the 
highest independent bid or higher than the lowest 
independent offer.2® Others stated that fair market 
price could not be ascertained solely by reference to 
objective standards, such as prevailing quotations, 
because of the numerous factors involved in the 
determination.2” A number of commentators also 
criticized the recordkeeping requirements as being 
too burdensome.”® 


3. 1978 Proposal. In its 1978 Proposal, the NASD 
revised certain provisions in proposed Section 8 in 
response to its members’ comments. The definition 
of fair market price was revised to include only the 
limitation that the securities received be valued “not 





25The NASD noted that permitting sales at a price as 
high as the lowest independent offer might permit a 
dealer to pay a customer more than the customer 
would receive in an outright sale, but stated that it 
believed it not unusual for sell orders of institutional 
size to be executed at the offer. 


Letters from Piper, Jaffray & Hopwood, Inc. 
(October 31, 1977); The Robinson-Humphrey Co., 
Inc. (November 4, 1977). 


27Letter from Transamerican Investment Manage- 
ment Co. (November 1, 1977). 


78Letters from Piper, Jaffray & Hopwood, Inc. 
(October 31, 1977); Printon, Kane & Co. (November 
7, 1977). 
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higher than the lowest independent offer,”*° and the 
section was expanded to permit members to effect a 
swap transaction at a higher price in “an exceptional 
or unusual case,” taking into account all factors 
relevant to the transaction. The 1978 Proposal listed 
several factors relevant to determining whether the 
transaction was “exceptional” or unusual case,” 
taking into account all factors relevant to the 
transaction. The 1978 Proposal listed several factors 
relevant to determining whether the transaction was 
“exceptional” or “unusual,” such as whether another 
customer of the member had given an indication of 
interest to purchase the securities taken in trade, the 
member's pattern of trading in those securities or in 
comparable securities, the member’s position in 
and the availability of the securities, the size of the 
transaction and the amount by which the price paid 
exceeded the lowest independent offer. The 
proposal stated that the member would bear a heavy 
burden in justifying that the price paid was the fair 
market price when it exceeded the lowest 
independent offer.*° 


The commentators on this proposal generally did not 
object to the definition of fair market price, although 
some questioned whether any proposal in this area 
could prevent overtrading.*! One commentator 
objected to the “exceptional or unusual case” 
exception, stating that this provision would make the 
section unenforceable.** Again, some 
commentators also found the recordkeeping and 
record retention requirements overly burdensome.” 


4. 1980 Commission letter. In its July 3, 1980 letter 
to the NASD, the Commission stated that the 
proposed amendments to Section 8 should be 
strengthened in order to achieve their intended 
purpose. The Commission was concerned that the 
proposed amendments to Section 8 would 
sometimes permit the acceptance of swapped 
securities at a price in excess of their fair market 
price. The Commission noted that, since proposed 
Section 8 did not require that the lowest 
independent offer be determined with reference to 
the size of the transaction, it would permit a block of 
securities to be purchased in a swap at a price equal 
to that offered for a much smaller quantity even 
though the block might otherwise trade at a 
discount. The Commission also stated that since 
most dealers usually buy securities at their bid price 
and not at their offer, a dealer’s purchase of 
securities at the lowest offer could, in many 
instances, constitute an overtrade when compared 
to the dealer's normal pattern of trading. 
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The Commission suggested two possible alternative 
approaches to Section 8. First, the NASD was asked 
to consider whether it would be appropriate to use 
the lowest independent offer as a guideline rather 
than a fixed standard for determining fair market 
price. Under such an approach, a transaction 
occurring at or below the lowest independent offer 
would be presumed to have taken place at the fair 
market price, although the NASD could rebut the 
presumption. Second, the Commission stated that 
the NASD should also consider a standard other than 
the lowest independent offer as the fair market price, 
such as the bid. Such a standard could providea safe 
harbor only for those transactions occurring below 
the highest independent bid. The Commission 
asked the NASD to consider how it could account for 
the size of a transaction if it used either standara. 


5. 1980 Proposal. Proposed Section 8, as amended 
in 1980 and now presented for Commission 
approval, contains a different approach from the 
earlier drafts. The revision defines fair market price 
as a price not higher than the price at which the 
securities would be purchased from the customer or 
from a similarly situated customer in the ordinary 
course of business by a dealer in such securities in 
transactions of similar size and having similar 





28The NASD determined that it was unnecessary to 
prohibit members from valuing swapped securities 
at less than the highest independent bid in the 
absence of known abuses and in view of the 
provisions of the Free-riding and Withholding 
Interpretation of Article Ill Section 1 of the Rules of 
Fair Practice. NASD Manual (CCH) para 2151.06. 


The proposal was also revised to require that 
quotations for preferred stocks be obtained from two 
or more dealers in view of the fact that the trading 
characteristics of preferred stocks are more similar 
to those of debt instruments than to those of 
common stocks. 


31Letter from Transamerica Investment Manage- 
ment Co. (September 21, 1978). 


Testimony of Sutro & Co., Inc. (transcript at 449- 
50). 


Letter from Transamerica Investment Manage- 
ment Co. (September 21, 1978); testimony of Sutro 
& Co., Inc. (transcript at 451). 
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characteristics but not involving a security taken in 
trade. The revision also contains the following 
standards and presumptions. First, the section 
contains a “safe harbor” for swap transactions 
involving securities other than common stocks ifthe 
price paid is not higher than the highest 
independent bid for the securities at the time of 
purchase. In such a case, a member will be deemed 
to have paid the fair market price. Second, the 
section contains a presumption of compliance for 
common stocks if the member values the common 
stocks at a price not higher than the highest 
independent bid. This presumption may be rebutted 
by the NASD upon a showing that the price paid in 
fact exceeded the fair market price. Third, the 
section contains a presumption of non-compliance 
if the member takes the securities in trade at a price 
higher than the lowest independent offer for the 
securities.* Finally, the section provides neither a 
presumption of compliance nor one of non- 
compliance if the member pays a price for the 
swapped securities between the highest 
independent bid and the lowest independent offer. 
The section, as amended, also contains revised 
interpretations that require a member to obtain 
quotations for the swapped security, other than 
common stocks, that must be for a size 
corresponding generally to the amount of the 
securities taken in trade, although they need not be 
for the specific size of the transaction. The other 
provisions of the section are substantially 
unchanged from the previous drafts. 


B. Section 24: selling concessions, discounts and 
other allowances 


1. Existing Section 24. Section 24 currently provides 
that selling concessions, discounts, or other 
allowances, as such, shall be allowed only as 
consideration for services rendered in distribution 
and shall not be allowed to anyone other than a 
broker or dealer actually engaged in the investment 
banking or securities business. The section also 
contains a provision permitting a member to sell any 
security owned by him at any net price that may be 
fixed by him unless prevented therefrom by 
agreement. 


The NASD and others maintain that this section has 
always prevented direct forms of discounting such 
as cash rebates.*° The NASD also maintains that 
indirect forms of discounting such as recapture* are 
also prohibited by this section. The history of Section 
24 is not clear on the latter point. 
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Section 24 apparently derives from codes approved 
by President Roosevelt acting under the authority of 
the National Industrial Recovery Act (the “NIRA”). In 
late 1933 President Roosevelt approved the Code of 
Fair Competition for the Investment Bankers 
Association of America.*”? A special committee of 
that association drafted fair practice provisions as 
an amendment to the Code of Fair Competition, and 
the President approved them in 1934.8 Included 
among them were provisions that were described as 
“tend[ing] to establish one price for all investors 
irrespective of the size of the transaction or the 
importance of the purchase.”*? In recommending 
the inclusion of this provision, the drafting 
committee stated that “[s]ecurities sold under the 
public offering price overhang the market after the 
syndicate distribution. If the concession is large 
enough, the holder of the security has a constant 
temptation to make a quick sale at a small profit, and 
the fact of such sale discourages all men from 





*The same factors as listed in the 1978 Proposal are 
relevant to the rebuttal of this presumption. The 
member, however, bears a heavy burden in showing 
that it paid the fair market price for the security. Ifa 
member takes a security in trade and pays more 
than the lowest independent offer, it must keep 
records of all relevant factors it considered 
important in concluding that the price paid for the 
securities was the fair market price. 


Letters from the NASD (August 10, 1979); 
Prudential Insurance Company of America (August 
1, 1979). 


36See text accompanying note 4, supra. 


37Approved Code No. 141, Executive Order No. 6456 
(Nov. 27, 1933), Ill National Recovery Administra- 
tion Codes of Fair Competition 509 [hereinafter cited 
as “NRA Codes”. 


Approved Code No. 141—Amendment No. 2, 
Executive Order No. 6652 (Mar. 23, 1934), VIII NRA 
Codes 657. 


Letter from Administrator Hugh S. Johnson to 
President Franklin D. Roosevelt transmitting 
Approved Code No. 141—Amendment No. 2 for 
approval (Mar. 23, 1934), VIII NRA Codes 659-60. 
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buying securities when publicly offered and at the 
offering price.’”*° 


- Subsequently, in 1935, in response to perceived 
evasion of the “one price” provision, the drafting 
committee proposed an amendment requiring an 
investment banker who received a selling 
concession to certify that his purchase was solely for 
the account of clients or, if for his own account, that 
he intended to redistribute the securities to his 
clients in the ordinary course of business. This 
amendment was approved, on behalf of the 
President, by the National Industrial Recovery 
Board, which found that the “effect of the 
amendment would be to consistently maintain the 
principle of no discrimination between investors by 
putting all investment bankers on a level with private 
investors when they purchase securities solely for 
investment and not for distribution. It proceeds on 
the theory that an investment banker is entitled to a 
lower price than that available to the public only 
when that investment banker actively participates in 
the distribution to others of the securities in 
question.” 


After the United States Supreme Court declared the 
NIRA to be unconstitutional,*? the Investment 


Bankers Conference, Inc. was organized to continue 
self-regulation on a voluntary basis. The new 
organization was made up of substantially the same 
people who had composed the committee that 
drafted the fair practice provisions of the Investment 
Bankers Code. In 1937, the Conference adopted 
rules of fair practice, including a_ provision 
comparable to its predecessor in the Investment 
Bankers Code and virtually identical to existing 
Section 24.43 The apparent intent of the new 
provision was to continue the restrictions on 
underwritings contained in the Investment Bankers 
Code. 


The NASD was established in 1939, and the 
Investment Bankers Conference passed out of 
existence. Many of the rules drafted by the 
Conference, including the restrictions on 
underwriting and selling concessions, were carried 
over as the NASD’s rules.* In the context of 
reviewing the NASD’s application for registration as 
a national securities association in 1939, the 
Commission stated that none of the prohibitions of 
then Section 15A(b)(7) of the Act, applicable to the 
rules of the NASD, appeared to be violated by the 
provisions of Seciton 24.** Since 1939 the various 
District Conduct Committees of the NASD have 





“Brief submitted by Joseph C. Hostetler, Counsel, 
Investment Bankers Code Committee to the 
National Recovery Administration at the public 


hearings on the fair practice amendments (Mar. 15, 
1934). 


“Approved Code No. 141—Amendment No. 4, 
Report to the President and Order (Feb. 27, 1935), 
XX NRA Codes 433. 


42A.L.A. Schecter Poultry Corp. v. United States, 295 
U.S. 495, 538-41 (1935). The Court held that the 
Congress, in the NIRA, had unconstitutionally 
delegated its authority by broadly authorizing the 
President, without sufficient limiting standards, to 
approve and enforce private trade organizations’ 
codes of fair competition. 


‘3Notice of Adoption of Rules of Fair Practice and 
Complaint Procedure of Investment Bankers 
Conference, Inc. (May 25, 1937). 


“4In 1938, in what is commonly called the Maloney 
Act, the Congress added Section 15A to the Act in 
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order to permit the registration of national securities 
associations with the Commission. The Maloney Act 
authorized such associations to regulate the 
activities of their member broker-dealers. The NASD 
is the only national securities association registered 
with the Commission. 


“SThe NASD, in adopting Section 24, incorporated a 
minor revision, inserting the words “as such” after 
“concessions, discounts, or other allowances.” It has 
been variously argued that this provision 
emphasizes that selling concessions mean 
payments for activities performed in distributing 
securities or that it indicates that the section was 
intended to apply only to direct discounts. Compare 
letter from the NASD (June 13, 1977) with that of 
the Prudential Insurance Company of America (Aug. 
1, 1979). The available history of the section does 
not indicate which interpretation is correct, and it 
may well be that the distinction was not clearly 
developed in 1939. 


46m re Application by National Association of 
Securities Dealers, Inc., 5 SEC 627, 632 (August 7, 
1939). 
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brought over 40 proceedings in which a violation of 
Section 24 has been found.*’ 


2. 1977 Draft. In 1977, the NASD stated that Section 
24 serves a vital function in promoting fairness inthe 
securities distribution process. It suggested that the 
section ensures that the “trade preference,” offered 
to professionals to facilitate the distribution to 
investors and represented to the issuer and to the 
public as granted for that purpose, is not given to 
those who have not earned it and is not used as a 
means of unfairly granting a discount to selected 
investors. The NASD stated that the purposes of its 
1977 Draft were to clarify Section 24 and to delineate 
the standards of eligibility for concessions, 
discounts, or allowances. 


The 1977 Draft provided that a selling concession, 
discount, or other allowance could be granted only to 
brokers or dealers actually engaged in the 
investment banking or securities business and 
could be granted or received only as consideration 
for services rendered in distribution. The NASD 
proposed an interpretation that would have 
prohibited all designated sales except to members 
of the underwriting syndicate and then only to the 
extent of their underwriting commitment. This 
prohibition would have also applied to institutional 
purchases effected on a “bill and deliver” basis in 
which the institution purchased a block of securities, 
designated several dealers to receive credit for the 
sales and received from the manager a single bill 
and one certificate. 


Second, the proposed interpretations to Section 24 
by the NASD Board of Governors provided that a 
broker-dealer would be deemed to be improperly 
granting or receiving a discount if it furnished a 
purchaser of securities with products or services for 
an “agreed upon consideration” or furnished 
“commercially available” services or products, 
unless the member were compensated for those 
services or products from sources other than selling 
concessions, discounts, or other allowances. A 
service or product would be “commercially 
available” if it, or a substantially identical service or 
product, were generally available on a commercial 
basis either from the member receiving the 
concession or from some other source. A service or 
product would be considered to be provided “for 
cash or other agreed upon consideration” if it, or a 
substantially identical service or product, were 
provided to any customer by the member or by 
others pursuant to an agreement. 
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The NASD stated that this section was intended (i) to 
prevent unfair discrimination against customers 
who were not able to generate sufficient business to 
receive products or services that could be offset by 
selling concessions and (ii) to prevent 
misrepresentations by members that the public 
offering price was fixed when in fact certain 
customers had received a discount. The NASD noted 
that the section would permit dealers and 
underwriters to continue to supply standard 
research not offered to anyone for cash or for an 
agreed upon consideration. 


Commentators on this draft noted that its effect 
would have been to limit designated sales to the 
major bracket underwriters and would have defined 
services in distribution too narrowly. They 
strenuously objected on that basis and pointed out 
that designated sales did not necessarily imply an 
absence of direct selling contact or selling effort by 
the designated dealer.*® 


3. 1978 Proposal. In response to member comment, 
the NASD revised the proposed amendment to 
Section 24 and the related interpretations. The 
proposal as revised expanded the interpretation of 
“services in distribution” to include sales efforts on 
the part of persons outside the underwriting 
syndicate. The interpretations of “commercially 
available’ and “agreed upon consideration” 





E_.g., District business Conduct Committee No. 2 v. 
Paul C. Rudolph (1956) (sale by member of mutual 
funds to customers at less than the public offering 
price); District Business Conduct Committee No. 3 v. 
Ackerson-Hackett Investment Co. (1957) 
(respondent sold debentures in distribution to 
officers and directors of issuer at a discount); 
District Business Conduct Committee No. 3 v. 
Richard A. Chambers (1970) (respondent sold 
shares of a mutual fund at a discount); District 
Business Conduct Committee No. 12 v. Samuel 
Weisberger (1974) (member acting as a selling 
group member sold new issues to customers at 
prices below the stated public offering prices). 


‘SF g., letters from Adams Harkness & Hill 
(November 8, 1977); Birr Wilson & Co., Inc. 
(November 1, 1977); Howard, Weil, Labouisse, 
Friedricks (November 3, 1977); Loewi & Co. 
(October 31, 1977); Mesirow & Co. (October 31, 
1977). 
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remained substantially the same. In addition, 
certain recordkeeping and reporting provisions were 
added to assist the NASD in enforcing the section. 


Commentators argued that this formulation of 
Section 24 unfairly discriminated against smaller 
firms and research-oriented firms in two respects. 
First, they suggested that research is a fundamental 
part of the distribution process since institutional 
customers’ investment decisions usually are made 
on the basis of research, rather than because of 
broker-dealers’ direct selling efforts, and they 
argued, therefore, that research should be 
considered per se a service in distribution.*? 


Second, the commentators stated that the effect of 
the “commercially available” and the “agreed upon 
consideration” interpretations would be to permit 
soft-dollar payments for in-house research 
furnished on an exclusively “goodwill” basis, while 
precluding such payments for third-party research 
that had been purchased by a broker-dealer (other 
than one who was acting as an exclusive distributor 
of that product or service) and then redistributed on 
a “goodwill” basis. In addition, a firm would be 
precluded from making its own in-house research 
available to one customer for cash and to another for 
“soft-dollars.” Commentators stated that the 
proposal unfairly discriminated against, and 
imposed unnecessary competitive burdens on, 
firms that have limited in-house research 
Capabilities or that derive a substantial portion of 
their revenues from research services and, 
therefore, cannot afford to provide research on a 
“goodwill” basis.*%° 


4. 1980 Commission letter. In its July 3, 1980 letter 
to the NASD, the Commission stated that the 
proposed amendments to Section 24 might not be 
consistent with the Act and indicated that the NASD 
should modify the proposed amendments to remove 
those aspects that appeared to be unfairly 
discriminatory. In that connection, the Commission 
discussed two alternative formulations of Section 24 
that the NASD had discussed in its testimony at the 
hearings. 


Alternative 1: Under the first alternative: (a) the 
“services in distribution” interpretation would be 
revised so that the furnishing of bona fide research, 
defined in a manner similar to the Commission’s 
interpretation under Section 28(e) of the Act,°! 
would be deemed to be a sufficient service in 
distribution; (b) the “commercially available” 
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prohibition that derived from the NASD’s 
interpretation would be redefined so as not to apply 
to such bona fide research; and (c) the “agreed upon 
consideration” limitation that derived from the 
NASD’s interpretation would be modified to allow 
research that was supplied to one customer for cash 
or other agreed upon consideration to be also made 
available to another customer on a “goodwill” basis 
in connection with a fixed price offering. 


This alternative would permit any broker-dealer, not 
just a member of the underwriting syndicate, to 
receive designations for research services without 
having to show that it had engaged in direct selling 
contact with the customer. Also, the determination 
whether the provision of research constituted a 
violation of Section 24 would depend only upon 
whether the research was provided on a “goodwill 
basis” and not on whether the research was 
otherwise commercially available or had a readily 
ascertainable cash or cash equivalent value. 


The Commission noted that this interpretation would 
be more easily enforceable since it would not be 
necessary to determine whether a broker-dealer had 
some direct selling contact with a customer or 
whether substantially identical research was being 
offered by others on a cash or cash equivalent basis. 
Finally, the revised approach appeared to alleviate 
some potential anticompetitive burdens imposed on 
firms that deliver third-party research. 


The Commission noted, however, that this 
alternative would still impose a burden on firms that 
cannot afford to provide research solely on a 
“goodwill” basis. It appeared to make an artificial 
distinction between research arrangements that 





*STestimony of Sanford C. Bernstein & Co., Inc. 
(transcript at 305, 312); Prudential Insurance 
Company of America (transcript at 374-77); 
McCarthy, Ried, Crisanti & Maffei, Inc. (transcript at 
577). 


50F’ g., testimony of Sanford C. Bernstein & Co., Inc. 
(transcript at 310); letters from McCarthy, Ried, 
Crisanti & Maffei, Inc. (October 6, 1978 and August 
8, 1979). 


5115 U.S.C. 78bb(e); Securities Exchange Act 
Release No. 12251 (March 24, 1976), 41 FR 13678 
(March 31, 1976). 
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provide for an explicit quid pro quo and those that do 
not. The Commission stated that this distinction 
tends to promote artificial compensation 
arrangements in which all parties know, but never 
explicitly state, that payment in some manner is 
expected for research. Finally, the Commission 
stated that the restrictions imposed on research 
oriented firms might not be necessary or appropriate 
in furtherance of the purposes of the Act. 


Alternative 2: The second alternative suggested by 
the NASD at the hearings would be to treat the 
provision of bona fide research as a sufficient 
service in distribution and to place such research in 
a class by itself so that, unlike other products and 
services, it could be furnished for “soft dollars” (even 
if the consideration were explicitly agreed upon) 
without being considered to be an improper 
discount for purposes of Section 24. 


The Commission recommended that the NASD 
amend Section 24 in the manner suggested by the 
second alternative. The Commission noted that the 
record contained several policy arguments for 
treating research as sui generis in this fashion. First, 
many commentators observed that providing 
research is a valuable service that constitutes a 
fundamental part of the distribution process and 
should, therefore, be protected.5? Second, several 
commentators maintained that soft dollar payments 
for research have been prevalent for years without 
any adverse effect on the fixed price underwriting 
system and that this practice does not give rise tothe 
abuses that Section 24 was designed to prevent.®? 
The Commission noted that the second alternative 
appeared to eliminate most effectively the 
discrimination against firms that provide third-party 
research to their customers. In addition, the 
Commission stated that it believed the second 
alternative more clearly and honestly expresses the 
economic realities of current research 
compensation practices and that those practices do 
not appear to have harmed the underwriting system. 
For those reasons, the Commission concluded that 
the second alternative would be better designed to 
carry out the purposes under the Act that the 
proposed rule change is intended to promote. 


5. 1980 Proposal. The NASD followed the second 
alternative, as outlined above, in amending Section 
24. The proposal, as amended, still prohibits the 
granting of selling concessions, discounts, or other 
allowances to anyone other than a broker or dealer 
actually engaged in the investment banking or 
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securities business and prohibits the granting or 
receiving of such concessions, discounts, or other 
allowances except as consideration for services 
rendered in distribution. The section now contains a 
proviso that the section shall not prohibit a member 
from selling any securities to a person, or an account 
managed by such person, to whom it has provided or 
will provide bona fide research if the stated public 
offering price is paid by the purchaser. The section 
also contains a definition of bona fide research that 
is substantially the same as that in Sections 
28(e)(3)(A) and (B) of the Act, as interpreted by the 
Commission. Section 24 specifically excludes from 
the definition of bona fide research “investment 
management and investment discretionary 
services,” as well as products or services that are 
readily and customarily available and offered to the 
general public on a commercial basis.% 





S¢Letters from Prudential Insurance Company of 
America (August 1, 1979); McCarthy, Ried, Crisanti 
& Maffei, Inc. (October 6, 1978 and August 8, 1979); 
American Council of Life Insurance (July 31, 1979). 


S3Letter from Prudential Insurance Company of 
America (August 1, 1979). 


The NASD states that, in determining whether the 
exclusion for bona fide research under Section 24 is 
available in a given instance, members should refer 
to Commission and staff interpretations of Section 
28(e). In that regard, in Securities Exchange Act 
Release No. 12251 (March 24, 1976), 41 FR 13678 
(March 31, 1976), the Commission indicated that 
items such as “newspapers, magazines and 
periodicals, directories, computer facilities and 
software, government publications, electronic 
calculators, quotation equipment, office equipment, 
airline tickets, office furniture and business 
supplies” are examples of products and services 
that are readily and customarily available and 
offered to the general public on a commercial basis. 
The Commission stated that the Section 28(e) safe 
harbor would not apply to the furnishing of such 
products and services. Accordingly, they would also 
not qualify as bona fide research for purposes of the 
NASD’s Section 24. 


Bona fide research must also be “provided by” the 


member who receives or retains the selling 
concession, discount, or other allowance. Under 
Section 28(e) of the Act, the Commission has stated 
that the “safe harbor” provided by Section 28(e) 
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The section also requires a member who grants a 
selling concession, discount, or other allowance to 
another person to obtain from that person a written 
agreement that he will comply with Section 24. Ifa 
member grants a selling concession, discount, or 
other allowance to a non-member broker or dealer in 
a foreign country, he is also required to obtain from 
such broker or dealer a written agreement to 
comply, as though such broker or dealer were a 
member, with certain provisions of the NASD’s Rules 
of Fair Practice. Section 24 also contains reporting 
and recordkeeping requirements. 


C. Section 36: sales to related persons 


Section 36 will prohibit an NASD member, in 
connection with a fixed price offering of securities, 
from selling those securities to, or placing them with, 
any related person of the member. A “related 
person” is defined generally as a person who owns, 
or is owned by, or is under common ownership with, 
a member. The 1977 Draft, the 1978 Proposal and 
the 1980 Proposal are briefly discussed below. 


1. 1977 Draft. The 1977 Draft permitted a member 
to sell securities to, or to place securities with, a 
related person after the termination of the fixed price 
offering if the member had made a bona fide public 
offering but was unable to sell its entire allotment or 
retention. The section provided that a member 
would be presumed not to have made a public 
offering if the securities immediately traded in the 
secondary market at a price above the member's 
cost. Several commentators argued that this 
provision was too strict since it would have 
prohibited a member from placing securities in a 
related account if the price in the aftermarket was 
above the member’s cost but below the public 
offering price.*° 


2. 1978 Proposal. The 1978 Proposal differed from 
the earlier Draft in two respects. First, the section 
was revised to permit the placing of securities with a 
related person if that person was a foreign broker- 
dealer who entered into an agreement, required by 
Section 24(b), to make a bona fide public offering of 
the securities. The Proposal was also amended to 
remove the presumption in the 1977 Draft that a 
bona fide public offering had not been made if the 
price in the aftermarket was more than the 
member's cost and, in response to the views of the 
commentators, provided that a bona fide public 
offering would be presumed not to have been made 
if the price in the aftermarket were higher than the 
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public offering price. The interpretation to that 
section stated that the determination as to whether a 
public offering had been made would be based onall 
the facts and circumstances. 


Commentators generally approved of Section 36 as 
revised,°° and the Commission did not comment on 
Section 36 in its July 3, 1980 letter to the NASD. The 


Proposal was not amended by the NASD’s 1980 
revisions. 


D. Section 1(m): definition of fixed price offering 


The proposed rule change also adds a new Section 
1(m) to Article || of the Rules of Fair Practice to 
define the term “fixed price offering.” The NASD 
proposed this amendment to clarify which offerings 





Footnote 54 continued 


extends only to research that is “provided by” the 
broker to whom brokerage commissions are paid. 
The Commission, in Securities Exchange Act 
Release No. 12251, stated that “Section 28(e) might, 
under appropriate circumstances, be applicable to 
situations where a broker provides a money 
manager with research produced by third parties 
.... The Commission believes that a broker-dealer 
may be deemed to have provided third party 
research when it has incurred a direct legal 
obligation to a third party producer to pay for the 
research (regardless of whether the research is then 
sent directly to the broker’s fiduciary customer by 
the third party or instead is sent to the broker who 
then sends it to its customer). The Commission does 
not believe, however, that Section 28(e) would apply 
where the broker was merely used as an alternative 
means of paying obligations incurred by the 
fiduciary in its direct dealings with the third party. 
See staff response to Fund Monitoring Services, Inc. 
[1979 Dec.] Fed. Sec. L. Rep. (CCH) para 81,913 
(Sept. 22, 1978). In that regard, a broker-dealer may 
be deemed to have provided third-party research 
that it is legally obligated to pay for even if its 
fiduciary customer participates in the selection of 
the research services or products to be provided to it 
by the broker-dealer. 


Letters from Sullivan & Cromwell (November 3, 
1977); UBS-DB Corp. (October 31, 1977). 


6_ etter from the SIA (July 31, 1979). But see letter 
from Transamerica Investment Management Co. 
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were subject to the proposed rule change and stated 
that the proposed rule change would not prohibit 
members from selling securities to anyone at any 
fair price so long as they have not represented that 
there is a fixed offering price. 


1. 1977 Draft. The 1977 Draft defined “fixed price 
offering” as a public offering of securities by a 
broker, dealer, or underwriter at a stated public 
offering price, whether or not such offering is 
registered under the Securities Act of 1933, except 
that the term would not have included offerings of 
“exempted securities” or “municipal securities” as 
those terms are defined in the Act. 


2. 1978 Proposal. The 1978 Proposal revised 
proposed Section 1(m) to clarify that the term does 
not include wholly foreign offerings, although 
securities publicly offered in United States 
territories are included, and that it does not include 
offerings of redeemable securities of registered 
investment companies where the price is 
determined by the net asset value of the security 
There were no comments on proposed Section 1(m), 
and the Commission did not raise any concerns 
about it in its July 3, 1980 letter to the NASD. lt was 
not amended by the 1980 Proposal. 


V. LEGAL STANDARDS 


Under Section 19(b)(2) of the Act, the Commission 
must approve the NASD’s proposed rule change if it 
finds that the proposed rule change is consistent 
with the requirements of the Act and the rules 
thereunder applicable to the NASD. If the 
Commission is unable to make that finding, it must 
institute proceedings to consider whether to 
disapprove the proposed rule. 


The statutory requirements relevant to such a 
determination are found, for the most part, in 
Section 15A(b) of the Act.*” That section delineates 
purposes that NASD rules should be designed to 
achieve. Those purposes or objectives, whether 
positive goals such as investor protection or 
prohibitions such as those against unfair 
discrimination or inappropriate burdens on 
competition, are stated in the form of broad and 
elastic concepts. They afford the Commission 
considerable discretion to use its judgment and 
knowledge in determining whether a rule complies 
with the requirements of the Act.®* Furthermore, the 
subsections of Section 15A(b) must often be read 
with reference to one another and to other provisions 
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of the Act. For example, Section 15A(b)(9) provides 
that an NASD rule may not impose any “burden on 
competition not necessary or appropriate in 
furtherance of the purposes of [the Act].” Whether a 
burden on competition is permissible thus turns on 
whether and to what extent the proposed rule 
promotes one or more statutory objectives, such as 
the protection of investors or the public interest. 
Within that legal framework, the Commission must 
weigh and balance the strengths and weaknesses of 
a rule, assess the views and arguments of others and 
make predictive judgments about the 
consequences of a proposed rule. 


A. Section 15A(b)(2): enforcement considerations 
Section 15A(b)(2) requires that the NASD have the 


capacity to enforce compliance by its members with 
NASD rules, as well as with the provisions of the Act 





Footnote 56 continued 


(November 1, 1977), in which it was alleged that 
Section 36 discriminated against broker-dealers 
related to institutional investors by preventing them 
from selling underwritten securities to such 
investors, while broker-dealers providing advisory 
services to an institutional investor were not so 
restrained. While it is true that Section 36 does not 
prohibit a broker-dealer from selling underwritten 
securities to an institution to which it provides 
advisory services, Section 24 would prohibit the 
broker-dealer from selling the securities to such a 
person at less than the public offering price, either 
directly or indirectly. Also, federal statutory 
provisions may prohibit or condition the sale. See 
Section 17(a) of the Investment Company Act of 
1940 (15 U.S.C. 80a-17(a)); Section 206(3) of the 
Investment Advisers Act of 1940 (15 U.S.C. 80b- 
6(3)); Rules 206(3)-1 and 206(3)-2 thereunder (17 
CFR 275.206(3)-1 and 275.206(3)-2); Section 
406(a) and 406(b) of the Employee Retirement 
Income Security Act of 1974, Pub. L. No. 93-406; 
ERISA Prohibited Transaction Exemptions 79-1, 44 
FR 5963 (January 30, 1979) and 75-1, 40 FR 50845 
(October 31, 1975). 


715 U.S.C. 780-3(b). 


58Bradford National Clearing Corp. v. Securities and 


Exchange Commission, 590 F.2d 1085 (D.C. Cir. 
1978). 
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and the rules thereunder. Although the Commission 
cannot approve NASD rules that are inherently 
incapable of being fairly and effectively enforced, 
the fact that a rule may be difficult to enforce or that 
the NASD may not be able to detect every violation of 
it would not alone mandate Commission 
disapproval.*9 


While Section 15A(b)(2) requires the Commission to 
make a predictive judgment in approving a proposed 
rule change, the Commission can monitor NASD 
enforcement of its rules and later reach a different 
conclusion regarding the NASD’s enforcement 
ability if it finds that a rule cannot be fairly and 
effectively enforced. While certain provisions of 
Section 8 and 24 do raise issues of enforceability, 
discussed below, the Commission believes that the 
NASD can enforce the proposed rule change, as 
amended, consistent with the requirements of 
Section 15A(b)(2). 


1. Section 8. The overtrading prohibitions of Section 
8 may present difficult enforcement questions. First, 
in order to detect overtrades, the NASD must be able 
to determine whether a swap transaction has 
actually occurred. Since the transactions involved in 
a swap may occur at different times, sometimes 
several days apart, several commentators and the 
NASD pointed out that the detection of overtrading 
can be. and has always been, difficult.*' The NASD 
states that, although overtrades that do not involve 
simultaneous purchases and sales may be more 
difficult to detect, it will be possible to detect 
overtrades that occur during the same general time 
period, particularly if a pattern or practice of 
overtrading develops. The recordkeeping require- 
ments of Section 8 also should aid in the NASD’s 
enforcement program through its examination of 
members’ books and records. 


The NASD must also be able to detect whether the 
quotations obtained for the swapped securities are 
authentic. The NASD states that with respect to 
quotations for common stocks traded on an 
exchange or listed on an automated quotation 
system, it will not be difficult to determine the 
validity of the quotations. Although the 
determination will be more difficult for other types of 
securities, the NASD states that it is satisfied thatthe 
recordkeeping requirements of Section 8, which 
require recordation of the time and date of 
quotations and the names of dealers supplying 
them, will enable the NASD to maintain adequate 
surveillance over swap transactions. 
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The Commission believes that Section 8, as 
amended, will be easier to enforce than the section 
as originally filed. Since the section, as amended, 
provides more objective standards for detecting 
overtrades and in some instances places the burden 
ona member to disprove a presumption that certain 
trades are overtrades, the Commission believes that 
it can be adequately enforced by the NASD.“ 


2. Section 24. Section 24, as drafted in the 1978 
Proposal, raised questions concerning the NASD’s 
Capacity to enforce the rule. First, the proposal 
required a broker-dealer to render services in 
distribution, either by being an underwriter or by 





Enforcement difficulties may be pertinent in 
evaluating the extent to which a rule may promote 
various purposes of the Act under other subsections 
of Section 15A(b). For example, if a rule, for practical 
purposes, is incapable of being enforced against a 
certain class of persons, the rule, as applied, may 
violate the prohibition against unfair discrimination. 


6°Commentators did not question whether the NASD 
could adequately enforce Section 36, and the 
Commission believes that the NASD should be able 
to enforce that section without any special 
difficulties. 


5!Letters from the NASD (August 10, 1979); the SIA 
(July 31, 1979). 


®Letter from the NASD (August 10, 1979). 


§3A practice of asking for a “Section 8 quote” that 
would be higher than a bona fide bid might develop. 
If such a practice became widespread, but 
nevertheless virtually impossible to prove in a 
disciplinary proceeding, and if the practice did not 
adversely affect capital raising, questions would, of 
course, arise concerning the usefulness of the 
overtrading prohibition. 


In the May 1979 Release the Commission asked 
whether the NASD could effectively enforce the 
requirement in Section 8 that a member charge a 
“‘normal commission” in a swap transaction when 
acting as agent without also effectively fixing or 
establishing a schedule of commission rates for 
swap transactions. In response, the NASD stated 
that since Section 8 defines a normal commission as 
the amount the member would charge in a like 
transaction not involving taking securities in trade, 
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engaging in some direct selling effort, in order to 
receive a selling concession. The NASD admitted 
that the direct selling effort requirement would be 
difficult to police, but noted that the managers of the 
underwriting group would be of substantial 
assistance in enforcing that requirement. As 
amended, however, Section 24 defines the term 
“services in distribution” to include furnishing of 
bona fide research. Accordingly, the NASD will not 
be required to verify that research providers made 
some perfunctory selling effort to satisfy the services 
in distribution requirement, and one source of 
potentially troublesome enforcement problems will 
be avoided in large measure. 


Second, Section 24, as drafted in the 1978 Proposal, 
would have required the NASD to determine whether 
certain products or services including research were 
readily and customarily available on a commercial 
basis and whether a particular product or service 
was furnished for an agreed upon consideration. If 
such products or services were so provided, the 
member would have been required to be fully 
compensated from sources other than the selling 
concession or other allowance. Since the 
interpretations to Section 24 by the NASD’s Board of 
Governors provided that a product or service would 
be commercially available if it or a substantially 
identical service or product were furnished to a 
customer on a commercial basis, the NASD would 
have been required to make complicated 
determinations as to whether one kind of research 
was “substantially similar’ to another kind. The 
NASD acknowledged that this requirement could 
create difficult interpretive and enforcement 
problems.® In addition, enforcing the “agreed upon 
consideration” provision would have required the 
NASD to make artificial distinctions between those 
research agreements in which the compensation 
was explictly stated and those in which the 
compensation arrangement was merely implied.°*’ 
By removing various limitations upon the providing 
of bona fide research in connection with a fixed price 
offering, the NASD has again substantially 
eliminated potential enforcement difficulties under 
Section 24. 


The 1978 and 1980 Proposals also provide that if a 
member furnishes products or services that are 
commercially available or are provided for an agreed 
upon consideration, the member must be fully 
compensated from a source other than selling 
concessions. The NASD stated that a determination 
whether full compensation had been paid would be 
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made with reference to the fair market price of the 
product or service, but other commentators 
doubted such a requirement could be easily 
enforced. Nevertheless, by excluding soft-dollar 
designations for research from the category of 
prohibited discounts, the NASD has eliminated the 
need to consider the one type of product for which it 
might often be particularly difficult to assess fair 
market value. That should simplify, although not 
solve completely, the enforcement difficulties. 


The rule proposal also raises the question whether 
the NASD can enforce the requirement that a 
customer pay a fixed price for an underwritten 
security when the member and customer have a 
number of overlapping, negotiable business 





Footnote 64 continued 


the commission charged by one member would not 
have any bearing on whether another member's 
commission charges were normal. Accordingly, the 
NASD should be able to enforce the “normal 
commission” requirement without determining 
what would be a “normal” commission within the 
industry generally or establishing a schedule of 
commissions for swap transactions. Letter from the 
NASD (August 10, 1979). 


SSLetter from the NASD (August 10, 1979). See 
Opening Statement of Morgan Stanley & Co., Inc. 
(November 1, 1979). 


6Letter from the NASD (August 10, 1979). See 
letters from Prudential Insurance Company of 
America (August 1, 1979); McCarthy, Ried, Crisanti 
& Maffei, Inc. (August 8, 1979). 


§’Testimony of Ray Garrett, Jr., on behalf of the NASD 
(transcript at 978-80). As Mr. Garrett pointed out, 
this interpretation would have the disadvantage of 
“moving into the area of the raised eyebrow and the 
timely smile and nod of the head and established 
practices of behavior, all of which will be as difficult 
to determine by the finders of fact in these cases as 
are comparable standards applied in other cases.” 


58Letter from the NASD (August 10, 1979). 


SLetter from Prudential Insurance Company of 
America (August 1, 1979). 
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relationships. Several commentators pointed out 
that institutions and broker-dealers could evade 
Section 24 by adjusting prices or commissions paid 
or services received in other transactions while still 
paying a “fixed price” for underwritten securities.” 
The testimony of the institutional investors 
indicates, however, that they are satisfied with the 
fixed price offering system as it will operate under 
the rule as amended. Commentators have indicated 
that institutional investors and broker-dealers will 
comply with the rule proposal.”! If that expectation is 
proven to be unreasonable and enforcement 
problems develop, the Commission may be forced to 
reconsider whether regulatory efforts inthis area are 
feasible and whether aaditional Commission action 
is needed. 


B. Section 15A(b)(6): an overview 


As noted above, Section 15A(b) of the Act specifies 
certain objectives that the NASD’s rules, as a group, 
must affirmatively foster and certain objectives that 
its rules must not be designed to achieve. 
Specifically, Section 15A(b)(6) of the Act provides 
that the rules of the NASD: 


[must be] designed to prevent fraudulent and 
manipulative acts and practices, to promote 
just and equitable principles of trade, . . .to 
remove impediments to and perfect the 
mechanism of a free and open market and a 
national market system, and, in general, to 
protect investors and the public interest; and 
[must]. . .not [be] designed to permit unfair 
discrimination between customers, issuers, 
brokers, or dealers, to fix minimum profits, to 
impose any schedule or fix rates of 
commissions, allowances, discounts, or other 
fees to be charged by its members, or to 
regulate by virtue of any authority conferred by 
[the Act] matters not related to the purposes of 
[the Act] or the administration of the [NASD]. 


In determining whether a rule change proposed by 
the NASD is consistent with that section, the 


Commission must look to both the section’s 
affirmative purposes and its negative injunctions. Of 
course, not every NASD rule need promote each 
affirmative purpose so long as the NASD’s rules as a 
group promote those purposes. At the same time, 
however, a proposed rule change would not be 
consistent with the Act if it violated any one of the 
negative injunctions (e.g., by being designed to 
permit unfair discrimination among brokers or 
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dealers). 


When it filed the proposed rule change with the 
Commission and in its comments and testimony, the 
NASD has argued that the proposed rule change is 
consistent with the requirements of Section 
15A(b)(6). For the reasons discussed below, the 
Commission has concluded that the proposed rule 
does not violate the prohibitions of Section 
15A(b)(6) and is consistent with that section. 


C. Section 15A(b)(6): unfair discrimination 


Section 15A(b)(6) provides that a rule of the NASD 
must not be designed to permit unfair 
discrimination between customers, issuers, 
brokers, or dealers. The NASD has maintained that 
the proposed rule change is consistent with this 
requirement since it is designed to prevent unfair 
discrimination among customers by banning 
practices that would otherwise allow certain classes 
of customers to receive an undisclosed, more 
favorable price in public offerings than others 
received. The NASD argues that, although price 
discrimination would not be unfair if done in a 
forthright manner with all investors knowing that 
they stand on their own bargaining power, the types 
of discounts precluded by the proposed rule change 
could never be adequately disclosed in the 
prospectus.” 


Under the Act, the Commission need not find that a 
proposed rule change is designed affirmatively to 
prevent unfair discrimination against individual 
investors, but it must make the somewhat different 
finding that the proposal is not designed to permit 
unfair discrimination against a class of investors. In 
that regard, disparate treatment of differently 
situated parties is not necessarily either fair or 
unfair, and it might not be unfair to permit one type 





70Letter from McCarthy, Ried, Crisanti & Maffei, Inc. 
(August 8, 1979); testimony of Charles Schwab & 
Co., Inc. (transcript at 689-90). 


71Testimony of the SIA (transcript at 244); Goldman 
Sachs & Co. (transcript at 768). 


72Letter from the NASD (August 10, 1979). See also 
letters from Association of the Bar of the City of New 
York (August 7, 1979); Scudder, Stevens and Clark 
(September 26, 1979). 
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of customer to obtain a more favorable price than 
another type of customer.”? The question is whether 
the NASD’s rule will permit (or for that matter 
require) broker-dealers to discriminte unfairly 
among investors by preventing institutional 
investors from obtaining various kinds of discounts 
from the offering price 


Fixed price offerings involve only short-term 
maintenance of a price that is separately negotiated 
for each offering by the issuer and the underwriters. 
It occurs in the context of a system for raising capital 
that has worked well and with which the participants 
find little fault. That underwriters and an issuer 
agree to sell securities at a fixed price would not 
appear to be “unfair” to customers, and the 
proposed rule change would not prevent an issuer 
and the underwriters from agreeing, for example, to 
offer the securities at different prices depending 
upon the amount of securities that a customer was 
willing to buy or other such arrangements that would 
provide different levels of prices. Furthermore, there 
simply does not appear to be any clear or substantial 
basis for concluding that those who buy securities in 
fixed price offerings regard the NASD’s proposed 
rule change, as amended, or the fixed price offering 
system itself to be “unfair.” For those reasons and in 
view of the rule proposal’s beneficial purposes, 
discussed below, the Commission is not prepared to 
conclude that the proposed rule change is designed 
to permit unfair discrimination among customers.” 


As noted above, the Commission initially had been 
concerned that the 1978 Proposal might permit 
unfair discrimination among brokers and dealers. 
The NASD had acknowledged, in connection with 
the 1978 Proposal, that Section 24 might have a 
greater impact on research firms than it would on 
others. The NASD asserted, however, that 
differences in impact would not constitute unfair 
discrimination since the section would be applied to 
all research providers and to all types of research in 
the same manner. The NASD stated that all 
regulation affects business practices and that 
research broker-dealers would have no claim of 
unfair discrimination if the Commission found that 
the regulation was designed to achieve some 
legitimate end.’ 


Commentators argued, however, that the 1978 
Proposal unfairly discriminated against smaller 
firms and research firms who either distribute third- 
party research or cannot afford to distribute 
research on a “goodwill” basis.”° As noted above, the 
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Commission stated in its July 3, 1980 letter to the 
NASD that the proposal! might not be consistent with 
the Act, and in response, the NASD revised Section 
24 as suggested by the Commission. As so revised, 
the proposed rule does not retain any of the 





When it prohibited the exchanges from fixing 
commission rates charged by its members (and 
earlier when it required the.exchanges to introduce 
volume discounts for large orders), the Commission 
did not regard as unfair the ability of institutions to 
obtain more favorable commission rates than 
individual retail investors were likely to receive. 
Securities Exchange Act Release No. 11203 
(January 23, 1975), 40 FR 7394 (February 20, 
1975). 


7While Section 24 prevents an_ institutional 
customer from directly or indirectly receiving a 
discount from the public offering price, it would not 
prevent an institutional customer related toan NASD 
member from indirectly benefiting from its 
purchase of an underwritten security from that 
member. In such a situation, the institution would 
indirectly receive the benefit of the selling 
concession because of its ownership relation to the 
NASD member, even though the member did not 
violate Section 24. In order for the rule change to be 
consistently applied to all institutional investors, the 
NASD drafted Section 36 to prohibit, except in 
limited circumstances, a member from selling to, or 
placing with, a related person of the member 
securities that are part of a fixed price offering. 


One commentator stated that there are economies 
of scale in selling securities to institutions and that 
discounts to such purchasers, if disclosed, would 
not violate the Act. Letter from Charles Schwab & 
Co., Inc. (July 31, 1979). Contra, testimony of Sutro 
& Co. (transcript at 481-82); Goldman Sachs & Co. 
(transcript at 780), where it was indicated that the 
costs of selling to institutions are not lower than 
those of selling to individuals. 


75NASD Analysis of the Record at 22-24. See also 
testimony of Goldman Sachs & Co. (transcript at 
772-73). 


6F g., letters from Sanford C. Bernstein & Co., Inc. 
(July 26, 1979); Adams, Harkness & Hill, Inc. (July 
10, 1979); Northwestern Mutual Life Insurance Co. 
(December 12, 1978). 
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discriminatory elements identified by the 
commentators and is not designed to permit unfair 
discrimination among brokers and dealers. 


D. Section 15A(b)(6): minimum profits, schedule of 
commissions, allowances, discounts, or other fees; 
impediments to a free and open market 


Among the more difficult issues raised by the 
NASD’s prohibition against giving discounts from 
the offering price in a fixed price offering is whether 
that prohibition would impose any schedule or fix 
rates of commissions, allowances, discounts, or 
otner fees,”’ or would create an impediment toa free 
and open market.” In 1945 the Commission 
considered substantially similar questions in an 
appeal from an NASD disciplinary action brought 
against several NASD members.”? The members had 
been charged with violations of Article Ill, Section 1 
of the NASD Rules of Fair Practice, which provides, 
“a member, in the conduct of his business, shall 
observe high standards of commercial honor and 
just and equitable principles of trade.” More 
specifically, the members were alleged to have 
breached certain fixed price provisions of a 
syndicate agreement. The Commission overturned 
the disciplinary sanctions, concluding that an NASD 


rule or rule interpretation “specifically requiring 
adherence to price maintenance agreements would 
be contrary to the provisions of Section 15A(b)(7).”® 


Two questions had arisen in the appeal under then 
Section 15A(b)(7): (i) whether Section 1, as 
interpreted, was designed “to fix minimum profits, to 
impose any schedule of prices, or to impose any 
schedule of commissions, allowances, discounts, or 
other charges”; and (ii) whether Section 1, as 
interpreted, was designed to remove impediments 
to and perfect the mechanism of a free and open 
market. In considering those two issues, the Com- 
mission analyzed the Act’s prohibition against 
‘mposirg schedules of prices and discounts as 
“intimately related to the Congressional objective of 
Keeping the association's activities from impeding 
the operation of free and open markets.”® The 
Commission concluded, first, that by disciplining 
members for violations of pricing provisions of 
underwriting agreements, and by the threat of 
discipline, the NASD was attempting to “impcse” 
schedules of prices and discounts. ine 
Commission then concluded that any rule “designed 
to promote minimum prices and discounts runs 
direct! »untertothe statutory requirementthatthe 

i rules be designed to remove ‘impediments 
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to. . .a free and open market.’ ”® Accordingly, the 
Commission found the NASD’s interpretation of 
Section 1 of Article III to be inconsistent with the Act. 
At the same time, however, the Commission stated 
that it was “inclined to the view that the price- 
maintenance agreements now before [it] were not 
illegal under the Sherman Act.”™ 


The NASD’s currently proposed rule change would 
not, of course, set or fix the public offering price or 
prescribe the minimum “spread” or underwriters’ 
compensation for any particular offering or category 
of offerings in general. Under the proposed rule 
change, the issuer and the underwriters would 





7$ection 15A(b)(6) requires that NASD rules not be 
designed “to fix minimum profits, to impose any 
schedule or fix rates of commissions, allowances, 
discounts, or other fees to be charged by its 
members.” 


78Section 15A(b)(6) requires NASD rules to be 
designed “to remove impediments to and perfect the 
mechanism of a free and open market and a national 
market system.” 


731In re National Association of Securities Dealers, 
Inc., 19 SEC 424 (1945) (the “PSI case” or “PSI”). 


Section 15A(b)(7) was redesignated Section 
15A(b)(6) by the Securities Acts Amendments of 
1975 (the “1975 Amendments”). The sections are 
substantially the same although, before 1975, 
Section 15A(b)(7) provided that an NASD rule could 
not be designed to impose any “schedule of prices,” 
in addition to the current prohibitions. This phrase 
was deleted from the Act by the 1975 Amendments, 
apparently for reasons not related to the fixed price 
offering system. 


8119 SEC at 440. 
8219 SEC at 438. 
8319 SEC at 440. 


8419 SEC at 462. Later, in United States v. Morgan, 
118 F. Supp. 621 (S.D.N.Y. 1953), a federal district 
court found fixed price underwriting agreements 
reasonable restraints on trade in light of their limited 
duration and objective, having the purpose of 
efficiently promoting, rather than restraining, trade. 
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remain free to agree among themselves as to the 
public offering price and the spread in each 
distribution. Similarly, the amount of the selling 
concession would be determined by the 
underwriters for each distribution according to its 
characteristics. Once an agreement had been 
reached, however, the proposed rule change would 
provide a basis for NASD disciplinary action against 
a member who violated it. 


Section 15A(b)(6) clearly indicates that the 
Congress intended to prevent the NASD from fixing 
commission rates, as the exchanges did before 
1975, and from itself setting the amount of the 
selling concession. To read the section otherwise 
would be to ignore the plain meaning of the terms 
“impose” and “fix”. There is, however, no clear 
indication in the text of the section or in the 
legislative history that the words “fix” or “impose” 
should be read more expansively than they are in 
ordinary usage.® 


Nothing in the proposed rule change would require 
that distributions of securities always be structured 
as “fixed price offerings.” Instead, the provisions of 
the proposed rule change come into play only after 
the underwriters have themselves agreed to 
distribute securities through a fixed price offering. 
Accordingly, it seems inaccurate to speak of a 
schedule as having been imposed, or of discounts as 
having been fixed, by rules of the NASD when 
participants in a common enterprise work towards a 
joint goal by voluntarily assuming a price 
maintenance agreement as one of the terms upon 
which they will risk their capital and expend their 
energies.*° As discussed above, broker-dealers enter 
into underwriting agreements for the express 
purpose of distributing to the public a particular 
offering of securities by a single issuer at a particular 
price. The underwriters act together for a limited 
time and with a limited objective in a manner more 
similar to a joint venture than an endeavor where 
competitors offer like or similar products or services 
in competition with one another. 


While the Commission interpreted the provision 
“impose any schedule of commissions, allowances, 
discounts, or other fees to be charged by its 
members” expansively in 1945,® it is not today 
prepared to conclude that the Congress intended by 
the use of that phrase to prevent NASD disciplinary 
action against its members for granting discounts 
from the public offering price in an offering that is 
publicly represented to be at a fixed price. The 
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Commission does not believe Section 15A(b)(6) 
requires it to conclude that the NASD would fix 
minimum profits or impose a schedule of discounts 
or fees by prohibiting discounts from the public 
offering price of a security to be distributed ina fixed 
price underwriting where the participating broker- 





Commenting on the antecedent to Section 
15A(b)(6), the Senate Committee considering the 
Maloney Act stated, 


As safeguards against abuse, and to make clear that 
activities of associations under this paragraph are to 
be consistent with the operation of free and open 
markets, this paragraph provides that the rules of an 
association may not be designed to permit unfair 
discrimination between customers, or issuers, or 
brokers or dealers, nor to fix minimum profits, norto 
impose any schedule of prices, nor to fix minimum 
rates or impose any schedule of commissions, 
allowances, discounts, or other charges. Thus, to 
provide safeguards against unreasonable profits, it 
is contemplated that associations may adopt rules 
designed to prevent each member thereof from 
exacting in any particular transaction a profit which 
reasonable men would agree was unconscionable in 
the light of all of the concrete facts and 
circumstances of that transaction; but an 
association, whether in a bona fide attempt to 
prevent or under the pretext of preventing 
unreasonable profits, may not impose any schedule 
of prices or commissions. 


S. Rep. No. 1455, 75 Cong., 3d Sess. 7 (1938). See 
also H.R. Rep. No. 2307, 75th Cong., 3d Sess. 8 
(1938), which contained identical language. 


8°See United States v. Morgan, 118 F. Supp. at 689. 


8’7In the PSI case, the Commission analyzed the 
provision concerning imposing schedules of fees as 
“intimately related to the Congressional objective of 
keeping the [NASD’s] activities from impeding the 
operation of free and open markets,” but as is 
discussed below that objective of Section 15A(b)(6) 
must today be read in light of new Section 15A(b)(9). 
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dealer members negotiate a lawful contract to 
distribute the security at a fixed price.® 


In the PSI case, the Commission also concluded that 
the NASD’s action to enforce the pricing provisions 
of an underwriting agreement created an 
impediment to a free and open market in violation of 
the Act even though it was “inclined to the view that 
the price-maintenance agreements [then] before 
[it] were not illegal under the Sherman Act.”®? In 
considering the applicability of the Sherman Act to 
the PSI underwriting agreements and after reviewing 
the history of price maintenance agreements in the 
underwriting of securities, the Commission asked: 
“Does the policy of the Sherman Act require price 
competition among those who are engaged in a 
common undertaking under economic 
circumstances where it is necessary for the various 
participants to act in combination if their economic 
function is to be performed at all?” The 
Commission noted that modern underwriting had 
evolved to meet several significant needs of a large 
and growing economy: the need to assure industries 
seeking capital that they will receive given amounts 
of money within given periods at an agreed cost and 
the need of the underwriting community to handle 
many large issues without risking or tying up almost 
impossibly vast amounts of capital.%! The 
Commission also observed that the Securities Act 
contempated the fixing of an offering price and an 
agreement or understanding as to discounts” and 
that by its own rules the Commission regulated the 
practice of stabilizing prices during an 
underwriting. In the context of considering the 
applicability of then Section 15A(b)(7) of the Act to 
the NASD’s rules, however, the Commission 
characterized such observations and others as 
“irrelevant.”% The NASD’s action to discipline its 
members amounted to imposing a schedule of 
prices and discounts and was a “per se ‘impediment 
to. . .a free and open market’.”% The Commission 
concluded that the Act simply did not permit the 
NASD to take any action to enforce pricing 
provisions of underwriting agreements.% 


Regardless of the merits of the Commission’s 
analysis in 1945, the Commission today is required 
to review NASD proposed rules under a different 
standard than was in effect in 1945. The Congress 
extensively amended the Act in 1975 and, 
specifically with respect to competitive issues, the 
Commission was directed to determine whether any 
“burden on competition” is ‘necessary or 
appropriate in furtherance of the purposes of [the 
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Act].”9”? The Commission must apply that standard 
when reviewing rules and other actions of self- 
regulatory organizations and also when it adopts its 
own rules. As is discussed below, the Act’s existing 
standard for reviewing anticompetitive restraints 
requires the Commission to weigh the competitive 
effects of a proposed rule and to assure that the 





88Since the use of fixed price offerings of various 
types by investment bankers had become, by at least 
1920, the principal method by which American 
industry raised capital from the public, it seems 
extremely unlikely that the investment bankers who 
participated in shaping the antecedent to Section 
15A(b)(6), or the Congress that enacted that 
legislation, intended to prevent the NASD from 
sustaining that system but never clearly said no. See 
1 Loss, Securities Regulation (1961) at 163-178. See 
also United States v. Morgan 118 F. Supp. at 644- 
654, 687-688. 


$919 SEC 462. 
9°19 SEC at 458. 
“a 

19 SEC at 460. 
bas 

419 SEC at 442. 


*19 SEC at 440. 


%The Commission also stated “[no showing is made 
that the use of the NASD as an added instrumentality 
for enforcing price maintenance agreements is 
necessary to preserve the present system.” 19 SEC 
at 444. 


Sections 6(b)(8), 11A(c)(4)(A), 15A(b)(9), 
15B(b)(2)(C), 17A(b)(3)(1) and 23(a)(2); 15 U.S.C. 
78f(b)(8), 78k-1(c)(4)(A), 780-3(b)(9), 780- 
4(b)(2)(c), 78q-1(b)(3)(1) and 78w(a)(2). 
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regulatory purposes of the rule, on balance, warrant 
the imposition of the burden on competition. 


Issues of competition are significant in this 
proceeding, as they were in the Commission’s 
consideration of NASD disciplinary actions inthe PSI 
case, but in its PSI decision the Commission 
considered virtually irrelevant any beneficial 
aspects of the NASD’s interpretation of its rules. The 
Commission believes it would not be correct to follow 
that per se approach today and accordingly is not 
prepared to conclude as a matter of law that the 
NASD’s rule proposal runs counter to the 
requirement that the NASD’s rules be designed to 
remove impediments to a free and open market. 
Furthermore, in weighing the beneficial purposes of 
the proposed rule change and any burdens on 
competition, the Commission must consider these 
factors in the context of securities underwriting 
today rather than the circumstances of 1945. 


E. Section 15A(b)(9): burdens on competition 


Section 15A(b)(9), added to the Act in 1975, 
provides that the rules of the NASD may “not impose 
any burden on competition not necessary or 
appropriate in furtherance of the purposes of [the 
Act].” The legisiative history of that section explains 
that the Commission is to balance the 
anticompetitive effects of a rule against the 
purposes of the Act to be furthered by the rule. The 
Senate Report on S.249, the Senate bill that became 
the 1975 Amendments, states: 


[T]he Commission's responsibility would be to 
balance the perceived anti-competitive effect 
of the regulatory policy or decision at issue 
against the purposes of the Exchange Act that 
would be advanced thereby and the costs of 
doing so. Competition would not thereby 
become paramountto the great purposes of the 
Exchange Act, but the need for and 
effectiveness of regulatory actions in achieving 
those purposes would have to be weighed 
against any detrimental impact on 
competition.” 


During congressional hearings on S.249, the Justice 
Department had argued that the Commission should 
be required, in passing on self-regulatory 
organization rules, to adopt the least anticompetitive 
means of protecting investors and preserving fair 
and orderly markets in securities.“ The Congress, 
however, declined to adopt that rigid standard and 
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instead chose the balancing tests currently found in 
Section 15A(b)(9) and elsewhere in the Act. The 
Senate Reports states: 


[t]his explicit obligation to balance, against 
other regulatory criteria and considerations, 
the competitive implications of self-regulatory 
and Commission action should not be viewed 
as requiring the Commission to justify that 
such actions be the least anti-competitive 
manner of achieving a regulatory objective. 
Rather, the Commission’s obligation is to weigh 
competitive impact in reaching regulatory 
conclusions. The manner in which it does so is 
to be subject to judicial scrutiny upon review in 
the same fashion as are other Commission 
determinations, with no less deference to the 
Commission’s expertise than is the case in 
other matters subject to its jurisdiction.*” 


As noted above, the Commission did not follow that 
approach in the PS/ case but instead found 
impediments to the NASD’s authority that, in its 
view, made largely irrelevant any possibly beneficial 
aspects of the NASD’s actions. In 1975, however, the 





%Of course, the affirmative mandate of Section 
15A(b)(6) (the successor to former Section 
15A(b)(7)) still retains its vitality, and the rules ofthe 
NASD, taken as a whole, must be designed, among 
other things, to remove impediments to a free and 
open market and to perfect the mechanism of a 
national market system. 


Report of the Senate Comm. on Banking, Housing 
and Urban Affairs to Accompany S.249, S. Rep. No. 
94-75, 94th Cong. lst Sess. 13-14 (1975). See 
Conference Report to Accompany S.249, House 
Rep. No. 94-229, 94th Cong., lst Sess. 94-95 (1975). 


10oStatement of Donald |. Baker, Deputy Assistant 
Attorney General, Antitrust Division, Dep't of Justice, 
and Attachment A thereto, in Securities Acts 
Amendments of 1975, Hearings before the 
Subcomm. on Securities of the Senate Comm. on 
Banking, Housing and Urban Affairs on S. 249, 94th 
Cong., lst Sess. 258, 261 (1975). 


'lReport of the Senate Comm. on Banking, Housing 
and Urban Affairs to Accompany S.249, S. Rep. No. 
94-75, 94th Cong. 1st Sess. 13 (1975). 
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Congress unmistakably indicated that the 
Commission should not disregard potentially 
beneficial effects of a rule that imposes some 
restraint on competition. In that regard, the NASD 
asserts that the proposed rule change is designed (i) 
to prevent fraudulent acts and practices by insuring 
that all public customers pay the public offering 
price to disclosed in the prospectus, (ii) to protect 
investors and the public interest by maintaining 
public confidence in the securities markets by 
prohibiting practices which allow departures from a 
previously disclosed public offering price, (iii) to 
promote just and equitable principles of trade by 
preventing practices prohibited by agreements 
between members and the issuer and among 
themselves and (iv) to promote a free and open 
market by preventing certain undesirable 
consequences that could result from unrestrained 
discounting practices. 


F. Related considerations: 
purposes 


certain statutory 


The NASD and several commentators have argued 
that the rule proposal would promote various 
statutory purposes. It was suggested that the rule 
proposal would prevent fraudulent acts and 
practices by requiring members to sell securities in 
a fixed price offering at the public offering price 
disclosed in the prospectus. The NASD believes that 
its proposed rule change is necessary to ensure that 
the prospectus accurately discloses the public 
offering price as required by the Securities Act of 
1933! and that many of the kinds of discounts 
prohibited by its proposed rule could not be 
adequately disclosed. The Commission believes, 
however, that the proposed rule is at best tenuously 
related to the prevention of fraud. It prohibits a 
relatively large spectrum of discounting practices in 
fixed price offerings, and the NASD has not 
demonstrated that all or most of those arrangements 
could not be disclosed. 


Some commentators argued that disclosure would 
be an alternative approach to the issues raised by 
the proposed rule change, pointing out that if 
discounting practices are disclosed in the 
prospectus, investors would not be misled. The 
NASD and others argued that disclosure is not a 
viable alternative to the prohibition of discounts 
essentially because disclosure of rebating practices 
would contribute to the erosion of the fixed price 
offering system and of public confidence in the 
fairness of the securities markets.‘ The NASD 
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suggested that individual investors would be 
discouraged from purchasing newly issued 
securities if they were informed that certain 
purchasers paid less that the public offering price. 
Also, the disclosure of discounting practices could, 
in the NASD’s view, further undermine the stability of 
the markets by increasing the pressure for discounts 
from the public offering price. The practice of 
stabilization would be especially threatened.! The 
NASD predicted that, if the practice of crediting 
selling concessions against legal hard dollar 
obligations becomes prevalent, money managers 
might purchase securities in offerings, pay off hard 
dollar obligations and then resell the securities into 
the stabilizing bid. In the case of offerings in which 
stabilization is attempted, a significant number of 
sales into the stabilizing bid could force the 
underwriters to lower the bid and cause the market 
price of the security to fall, further disillusioning 





102Item 16 of Schedule A tothe Securities Act of 1933 
requires the disclosure of the price at which it is 
proposed that the security shall be offered to the 
public or the method by which such price is 
computed and any variation therefrom at which any 
portion of such security is proposed to be offered to 
any persons or classes of persons, other than the 
underwriters, naming them or specifying the class. 
The Commission’s approval of the proposed NASD 
rules today does not address the question of what 
disclosure, if any, of practices permitted by the rules 
is required. 


103| etters from Prudential Insurance Company of 
America (August 1, 1979); Scudder, Stevens & Clark 
(September 26, 1979); testimony of Goldman, 
Sachs & Co. (transcript at 719-20). 


1041 etter from the NASD (August 10, 1979). See 
testimony of Goldman Sachs & Co. (transcript at 
719-20). Other commentators disagreed, stating 
that small investors would be unaffected by such 
disclosure, particularly if the disclosed practices 
were soft dollar designations for research that would 
be unavailable to individuals. Letters from American 
Council of Life Insurance (July 31, 1979); Prudential 
Insurance Company of America (August 1, 1979). 


10&See letter from the SIA (July 31, 1979). 
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investors as to the value of their purchase.'® It is 
difficult to predict the consequences of disclosure of 
any of the practices that the NASD wishes to prohibit, 
but it appears that disclosure would not adequately 
resolve all the concerns underlying the NASD’s 
proposed rule change. 


Some commentators have argued that the proposed 
rule change would promote just and equitable 
principles of trade by providing a way to enforce 
underwriting agreements. A breach of contract 
without proper justification is generally regarded as 
unethical'”’ and, while judicial remedies might be 
pursued for such violations, commentators argue 
that access to the courts is very costly, time 
consuming and particularly ineffective in the 
context of an underwritten offering. As noted above, 
fixed price offering agreements have been viewed as 
lawful by the Morgan court and by the Commission, 
and the NASD’s rule proposal is reasonably designed 
to deter violations of those agreements. 


Also, the NASD has argued that the proposed rule 
would prohibit the granting of discounts in 
circumstances that would be regarded by many to 
be unfair. It further suggests that those who come to 
believe that they have been unfairly treated by the 
underwriting system may lose confidence in it, 
concluding that the securities markets operate for 
the benefit of the large and powerful at the expense 
of others. Such perceptions can injure the Nation’s 
capital-raising system, and the NASD has sought to 
use its power to promote just and equitable 
principles of trade in an effort to prevent those 
perceptions. 


In addition, the NASD argues that the proposed rule 
change would remove impediments to a free and 
open market. The NASD believes that an erosion of 
the fixed price offering system, which could result 
without the rule, could lead to increased 
concentration in the underwriting business. Many 
commentators argued that, without a means of 
enforcing fixed price underwriting agreements, 
managers would form smaller syndicates limited 
mainly to major underwriting firms.'° 
Commentators further feared that the inability to 
enforce these agreements would increase the risk of 
underwriting, causing firms to withdraw from the 
investment banking business. Finally, it was 
frequently asserted that the cumulative effect of 
these predicted results effectively would be to deny 
many issuers access to the securities markets, 
making it particularly difficult for small issuers to 
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raise capital. 


The Commission believes that the proposal is 
designed to achieve beneficial purposes. At the 
same time, the proposed rule change does limit the 
ability of underwriters and customers to negotiate 
separately any discount from the offering price ina 
fixed price offering. In the next section of this 
release, the Commission discusses its assessment 
of the rule change’s intended purposes in light of any 
adverse competitive consequences that may result 
from its approval. 


Vi. POLICY CONSIDERATIONS: BALANCING OF 
COMPETITIVE IMPLICATIONS AND REGULATORY 
PURPOSES 


Participants in the Commission’s proceedings, as 
well as the NASD, have stated that the NASD’s 
proposed rule change is designed to further such 
statutory goals as the promotion of just and 
equitable principles of trade. Many of those 
participants, however, have urged the Commission 
to consider the proposal in light of public interest 
considerations that transcend any single statutory 
goal contained in, for example, Section 15A(b)(6) 
and to consider the importance of the NASD’s 
proposed rule change to achieving those broader 
ends. 


The arguments in favor of preserving the system asa 
means of raising capital are attractive, particularly 
since issuers, underwriters and_ institutional 
investors all seem to be reasonably satisfied with the 
relationships and distribution techniques currently 
employed in fixed price offerings. For the most part, 





10&See testimony of Morgan Stanley & Co., Inc. 
(transcript at 917). But see testimony of Goldman 
Sachs & Co. (transcript at 777-79) (that it would be 
possible to stabilize an offering at the net price to 
broker-dealers). 


107F g., Buchman v. SEC, 553 F.2d 816, 820-21 (2d 
Cir. 1977); Nassau Securities Service v. SEC, 348 
F.2d 133 (2d Cir. 1965); Friedman & Co., 45 SEC 393 
(1973); Southern Brokerage Co., Inc., 42 SEC 449 
(1964). 


‘8_ etter from the SIA (July 31, 1979); testimony of 
Sutro & Co., Inc. (transcript at 446); Morgan Stanley 
& Co., Inc. (transcript at 880). 
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the areas of disagreement that surfaced among 
participants were confined to the proposal’s 
treatment of research and a few other specific 
problems and did not involve any wholesale 
condemnation of the existing underwriting system. 


The fixed price offering system has served as an 
effective means of raising capital in this country. 
Through the years, the system has satisfied the 
underwriters’ desire for reasonable risk allocation 
and the issuer's desire for efficient, low-cost capital 
raising. It has afforded investors an opportunity to 
participate in primary distributions at relatively low 
cost and has distributed large quantities of 
investment securities to investors without disturbing 
existing secondary markets unduly. The 
undisciplined erosion of that system, which some 
commentators have suggested could result without 
the NASD’s proposed rule change, could be 
disruptive to the capital formation process. 


At the same time, however, the issues at stake in the 
“Papilsky” proceeding are somewhat more 
complicated than simply whether the fixed price 
underwriting system per se should be preserved or 
abolished. The fixed price offering system that exists 
today does not preclude all practices that might be 
thought to result in indirect price discounts, nor 
would the NASD’s proposed rule change eliminate 
all variations in the system. The issues involved in 
the approval of this proposed rule change, therefore, 
also involve a determination as to which practices 
should be tolerated and who should control them. 


For this reason, the policy issues and the underlying 
economic issues in the “Papilsky” filing may have 
some bearing on the evolving relationship between 
underwriters (particularly managing underwriters) 
and institutional investors as well as the preservation 
of the fixed price offering system. It appears that the 


NASD’s rule proposal is designed in part to 
strengthen the existing underwriting system by 
preserving the ability of underwriters to resist the 
bargaining power of institutional investors and by 
providing a measure of discipline over the 
underwriting system’s development. It is, of course, 
theoretically possible that some semblance of the 
current system could be maintained’®? even if the 
relative positions of economic power between the 
underwriters and institutions were allowed to shift in 
response to competitive pressure. Nevertheless, the 
Commission need not and should not analyze the 
proposal in light of only theoretically possible (and 
as yet untried) alternatives to the current system but 
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instead may approve the filing because it allows 
competitive forces to continue to work in certain 
ways and at the same time provides appropriate 
support for a system that has well served the process 
of capital formation for American industry without 
countervailing abusive practices. 


A. Historical Developments 


One important factor that affects the current 
operation of the fixed price underwriting system is 
the fact that the securities industry no longer 
controls the investment process to the extent itonce 





10SThe current method of conducting fixed price 
offerings is not immutable. Methods of underwriting 
corporate securities have evolved substantially over 
the years in response to business and legal 
considerations. The current method is different, for 
example, from the method that had been used 
before the federal securities laws were enacted. As 
described in 1934 by the Senate in its Report on 
Stock Exchange Practices, the earlier method 
involved a system of multiple step-ups in price that 
varies considerably from today’s syndicate 
practices: 


The mechanics of syndication ordinarily used by 
investment bankers in connection with a public 
offering are sometimes inexplicably complex. First, 
an original group or syndicate is formed which 
purchases the entire issue from the corporation. A 
subsequent larger group assumes the commitment 
of the original group. It is not unusual! for three or four 
such groups or syndicates to be formed for the 
purpose of assuming the issue successively. The 
final group is a selling group or syndicate composed 
of investment dealers throughout the country, who 
effect the ultimate merchandising operation and 
place the issue in the hands of the investing public. 
These groups are variously known as “the originating 
syndicate,” “the banking syndicate,” “the 
intermediary syndicate,” and “the retail or selling 
syndicate.” As the issue is passed from one to the 
other, the price is “stepped up” or increased until the 
security reaches the public, which pays the 
maximum price. 


Report of the Senate Comm. on Banking and 
Currency Pursuant to S. Res. 84 (72d Cong.), and S. 
Res. 56 and S. Res. 97 (73d Cong.), S. Rep. No. 1455, 
73d Cong., 2d Sess. 93-94 (1934) [footnote 
omitted]. 
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did. At the time the securities laws were passed in 
the 1930's, the securities industry enjoyed a much 
greater role in the investment process than it does 
today. Particularly after the enactment of the Glass- 
Steagall Act in 1933,!!° which barred commercial 
banks from underwriting corporate securities, the 
securities industry had virtually complete control 
over the process of corporate securities distribution 
and secondary market trading in corporate 
securities. To a much greater degree than was later 
to be the case, the securities industry had as its 
customers the individual retail investors of this 
Nation and performed an intermediation function 
that, in many cases, extended all the way from the 
individual investor to the corporate issuer, in the 
case of securities distributions, and to the 
specialist’s post, in the case of exchange trading. 


Over the next several decades, however, the 
securities industry's position changed dramatically. 
By the 1960's, it had become clear that institutional 
investors, including bank trust departments, 
insurance companies, mutual funds and pension 
funds, had made serious inroads, capturing a 
substantial portion of the intermediation function 
and thereby supplanting in considerable measure 
the securities industry in its dealings with individual 
investors.'!! By the 1960’s, a large portion of the 
equity securities and debt securities being issued by 
corporations were bought by institutional investors 
acting as financial intermediaries for the individuals 
whom the securities industry had previously 
served.!2 


The reasons for that change are many and complex. 
One is the changing perception of fiduciary 
obligations that had previously hampered the growth 
of institutional investor participation, particularly in 
the equity markets. As fiduciaries gradually became 
interested in achieving economic growth in the 
portfolios they managed instead of concentrating 
primarily on safety and income, it became possible 
for savers to invest in the stock market through a 
financial intermediary, either by creating a trust or 
by establishing an account managed by a bank or 
other institutional investor. 


Undoubtedly, the tax laws also played a major partin 


the growth of financial intermediaries as 
institutional investors. The growth of tax deferred 
corporate and union pension funds!!? meant that 
large new pools of money became available for 
investment in the securities markets. Because of the 
size and the number of such plans, the securities 
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industry was unable to retain the grasp it had 
previously had on the entire gamut of intermediation 
between the investor and the market. Bank trust 
departments, investment advisers and insurance 
companies began to play a major role in managing 
the assets of those who received their compensation 
in the form of tax deferred pension contributions. 





11048 Stat. 162 [codified in scattered sections of 12 
USS. 


The growth of institutional investors during that 
period is analyzed in a report issued by the National 
Bureau of Economic Research that was published as 
part of the Commission’s Institutional Investor 
Study. Securities and Exchange Commission, 
Institutional Investor Study Report, H.R. Doc. No. 92- 
64, 92d Cong., lst Sess. pt. 6 (1971). The 
conclusions of that study are summarized at pages 
35-124 (pt. 1) of the study. 


112A similar change was observed in the case of 
secondary trading on the New York Stock Exchange. 
Whereas that market had largely been a retail 
market at the time of the enactment of the Act in 
1934, during and after the 1960’s approximately 
70% of the public (i.e., non-member) trading volume 
on the New York Stock Exchange represented 
trading by institutional investors. New York Stock 
Exchange, Fact Book 1980 at 51 (1980). 


13$ee, e.g., Private Pension Plan Reform, Report of 
the Senate Comm. on Finance, together with 
Additional and Supplemental Views, on S.1179, S. 
Rep. No. 93-383, 93d Cong., 1st Sess. 12 (1973). In 
1948, the United States Court of Appeals for the 
Seventh Circuit upheld a district court holding that 
pensions were a form of remuneration for labor 
within the terms of the National Labor Relations Act 
and, accordingly, were mandatory subjects for 
collective bargaining. Inland Steel Company v. 
NLRB, 170 F.2d 247 (7th Cir. 1948), cert. denied, 
336 U.S. 960 (1949). That decision paved the way 
for the rapid growth of collectively bargained 
pension plans and the expansion of pension benefits 
to union members. Retirement Income Security for 
Employees Act of 1973, Report to Accompany S.4, S. 
Rep. No. 93-127, 93d Cong., lst Sess. 3 (1973). 
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During the same period, mutual funds exhibited 
explosive growth. The growth in mutual fund 
investments brought into the market many investors 
who, if they had invested directly, would not have 
been able to achieve a diversified portfolio. It both 
augmented the volume of investor dollars that were 
available for investment in the market and 
magnified the existing trend toward “institu- 
tionalization” of the market.'" 


B. Continuing Support for the Fixed Price 
Underwriting System 


Although the increased economic power of 
institutional investors as financial intermediaries 
has exerted some pressure on the tranditional fixed 
price underwriting system, the continued use of that 
system has virtually universal support among the 
participants in the markets.'!> In the underwriting 
area, the existence of a fixed price from which 
discounts are available only to broker-dealers is 
predicted on the notion of a wholesale market for 
broker-dealers and a retail one for “public” 
customers. Now that institutions share in the 
intermediation process that was once largely 
confined to the securities industry, the continued 
effort to threat institutions as “public” customers 
and to sell securities to them at prices that do not 
recognize their intermediation function might, at 
first blush, appear to be unrealistic. Nevertheless, it 
currently appears that institutional investors remain 
generally willing to accept a role in the underwriting 
process that does not give them direct participation 
and direct discounts.!"® 


At the same time, the NASD’s proposed rule 
represents some effort to allow but regulate the 
ability of institutional investors to get some 
“mileage” out of their underwriting business.'!” The 
NASD’s efforts to support the syndicate manager’s 
discretionary responsibilities is evident in several 
respects. First, the NASD’s proposed new Section 36 
is aimed at preventing institutions from forming 
NASD subsidiaries and purchasing through those 
subsidiaries in fixed price offerings. That section 
would prevent institutions from directing selling 
concessions to themselves. Second, the proposed 
amendments to Section 24 would limit the ability of 
an institutional investor to allocate underwriting 
purchases on the basis of goods and services. The 
Section 24 provision (as interpreted by the NASD 
Board of Governors) would, however, allow an NASD 
member to receive a selling concession on the basis 
of bona fide research and other services in 


Volume 21, No. 12, December 30, 1980 


distribution but not on the basis of other types of 
goods or services. By imposing those limitations, the 
NASD recognizes some ability on the part of 
institutional purchasers to consider research in 
making allocation decisions but refuses to allow the 
institutional investor complete freedom to negotiate 
the purchase price of a security. 


For the most part, the institutional investors have not 
urged that these particular restrictions are 
inappropriate,!!*® and the NASD’s proposal appears 





4See, eg., Wharton School of Commerce and 
Finance, A Study of Mutual Funds, H.R. Rep. No. 
2274, 87th Cong., 2d Sess. (1962); Securities and 
Exchange Commission, Report on the Public Policy 
Implications of Investment Company Growth, H.R. 
Rep. No. 2337, 89th Cong., 2d Sess. (1966). 


'8That support is strongly expressed in the 
comment letters, testimony and other materials filed 
by institutional investors and echoes the views 
expressed by both the issuers and the underwriters. 
E.g., letters from SIA (July 31, 1979); Bacon Whipple 
& Co. (October 3, 1979); Chomerics (October 10, 
1979); GAF Corp. (January 8, 1980); Mobil 


Corporation (January 18, 1980); Avon Products, Inc. 
(December 14, 1979); State Street (January 11, 


1980). Testimony of Goldman Sachs & Co. 
(transcript at 712); Morgan Stanley & Co., Inc. 
(transcript at 875-76). 


16Section 36, of course, explicitly prevents 
institutional investors from assuming this 
intermediation function by forming NASD 
subsidiaries. Most commentators did not object to 
this prohibition, and it appears to be necessary to 
prevent evasion of Section 24. 


117$ee letter from the SIA at 10-11 (July 31, 1979). 


\8But see letter from the American Bankers 
Association (August 2, 1979) on the NASD’s 1978 
Proposal in which the Association stated that it was 
“opposed to the proposed rule changes particularly 
those proposed in Section 24.” The Association did 
not comment on amended Section 24. Section 36, of 
course, would impose no new restraints on banks, 
who long have been prohibited from participating in 
securities underwriting directly or through affiliates. 
12 U.S.C. 24, 78, 335, 377, 378 (1976) (provisions of 
the Glass-Steagall Act precluding underwriting and 
dealings in corporate securities directly or through 
securities affiliate and prohibiting baank officers, 
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in accordance with the expressed expectations and 
needs of most of the participants in fixed price 
offerings. 


C. Aftermath of Papilsky: Need for Certainty 


The Papilsky case has created uncertainity as to the 
obligations of institutional investors, particularly 
fiduciaries, in connection with purchases in fixed 
price offerings. That uncertainty has generated 
considerable concern and questions about the 
underwriting system and the role of institutional 
investors. Those questions, however, should be 
resolved in order to allow fiduciaries to know what 
range of alternatives they have in purchasing 
securities in fixed price offerings.!'9 


In that connection, underwriting “recapture” 
techniques have caused some to draw analogies 
between the fixed commission rate experience and 
the question of underwriting recapture, but those 
analogies, particularly if too facile, can be 
misleading. While in the case of both fixed 
commission rates and fixed price underwritings, 
institutional investors exerted economic pressure 
through their control of large pools of investor 
dollars, there are a number of differences. 


One difference between fixed commission rates and 
fixed price offerings is that there has not been the 
collapse in the underwriting area that occurred in 
the fixed commission rate area. From what the 
Commission was told in the hearings and in the 
comment letters received in this proceeding, it 
appears that the pressures that eroded and 
ultimately destroyed the fixed commission rate 
system have not developed to the same degree inthe 
underwriting area. 


In addition, the fixed commission rate system was 
far more rigid than the fixed price underwriting 
system has been. Unlike the fixed minimum 
commission rate schedules that the exchanges 
devised, fixed price offerings are structured by the 
underwriters on a deal-by-deal basis, and the 
underwriting spread if frequently negotiated with a 
view to recognizing the presence of institutional 
investors.!*° From the institution’s point of view there 
is a second difference. Unlike fixed commission 
rates on stock exchanges, institutions have many 
alternatives to purchasing securities in fixed price 
offerings. In the case of debt securities, they can buy 
comparable securities in the secondary markets. 
They can even buy the securities that are being 
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offered, if they are willing to wait until the pricing 
restrictions are lifted, without paying any fixed 
dealer spread. The fixed price offering system is far 
more flexible than the fixed commission rate system 
was and may be more capable of withstanding the 
economic pressures that ultimately destroyed the 
fixed commission rate system.??! 





Footnote 118 continued 


directors, or employees from working for a securities 
affiliate and expressly prohibiting affiliates from 
engaging in securities activities); 12 U.S.C. 1843 
(1976) (provision of the Bank Holding Co. Act 
imposing similar restraints on bank holding 
company subsidiaries); 12 CFR 225.4(a), 225.125 
(1980). See Investment Company Institute v. Camp, 
401 U.S. 617, 625 n. 12 (1971). 


19See note 7, supra. 
120See note 16, supra. 


211m eliminating fixed commission rates in 1975, the 
Commission concluded that, among other things, 
the fixed commission rate system had not worked, 
that it could not reasonably be made to work, and 
that it had had a demonstrably bad effect on the 
markets: 


The basic reason for the Commission’s decision to 
adopt Rule 19b-3 was the conclusion that, under 
present circumstances, the free play of competition 
can provide a level and structure of commission 
rates which will better serve the interests of the 
investing public, the securities markets, the 
securities industry, the national economy and the 
public interest than any system of price fixing which 
can reasonably be devised... . 


* * * 


The existing commission rate structure has 
demonstrably worked badly during that period. .. .It 
has led to distortions, evasions, conflicts of interest, 
and inefficiencies, and has obstructed at every step 
the ability of the securities markets to adapt 
themselves to the demands of our time. It has 
impeded the evolution of a central market system 
and has fragmented the markets, impairing their 
ability to concentrate the flow of orders and to 
mobilize marketmaking resources necessary to 
provide depth and liquidity in a market increasingly 
affected by institutional participation. 
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Furthermore, it does not appear that the fixed price 
underwriting system has produced the economic 
distortions and fiduciary corruption that 
characterized the final days of sixed commission 
rates. The experience with fixed commission rates in 
the secondary markets was attended by a 
substantial and ongoing incidence of abusive 
practices. Fiduciaries and broker-dealers devised 
intricate means of evading the fixed minimum 
broker rates and dealt with excess commission 
money in ways that frequently did not benefit the 
managed account holders who had paid the 
commissions ostensibly for brokerage services.!22 
The Commission is not aware, however, of any 
comparable developments in the underwriting 
context, and the commentators on the Papilsky filing 
have strongly emphasized that the underwriting 
system has not collapsed as did the fixed 
commission rate system. 


While the exchange-mandated system of fixed 
commission rates by means of uniform rate 
regulation did not work well as a method of pricing 
brokerage services, the current underwriting system 
has been a very effective means of pricing both 
securities and underwriting services. The system 
has satisfied the desires of issuers for efficient, low 


cost capital raising, as well as the underwriters’ 
desire for reasonable risk allocation. Investors have 
been able to participate in new offerings of 
securities, and large quantities of securities have 
been distributed without serious disruption of 
secondary trading markets. 


The underwriting system will no doubt continue to 
evolve, but the Commission believes that the NASD’s 
proposed rule change should prevent an 
undisciplined erosion of that system without 
creating gross economic distortions and sham 
arrangements of the kind that developed during the 
later years of fixed commission rates. Most 
commentators have perceived some danger that 
various discounting arrangements could undermine 
the existing system, causing (i) increased 
underwriting risk, (ii) increased cost to issuers, (iii) 
increased unwillingness of individual investors to 
participate in offerings and (iv) increased 
concentration in investment banking. 


Even if the fears of some commentators are 
exaggerated, the Commission’s proceedings have 
shown that, in the absence of the NASD’s proposed 
rule change, substantially increased pressure could 
be brought to bear on the fixed price offering system. 
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That increased pressure might derive from 
perceptions of fiduciary obligation or simply from 
powerful economic forces, or both. Its effect might 
be to cause, or to hasten, some or all of the predicted 
adverse consequences that troubled many 
commentators. 


In assessing whether such consequences are likely, 
it is also important to keep in perspective the 
likelihood of any theoretical benefits of allowing the 
fixed price offering system to evolve without any 
NASD intervention. That system is not shackled with 
industry-wide price fixing as was true in the case of 
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Securities Exchange Act Release No. 11203 (Jan. 
23, 1975), 40 FR 7394 (February 20, 1975) at 23, 25 
[footnote omitted]. 


221m that regard, the Commission stated in 1975 
when it adopted Rule 19b-3: 


Since brokers provide a great variety of services 
which are compensated by commissions, 
institutional managers are constantly tempted to 
direct the brokerage business of their beneficiaries 
to brokers who will provide services for the benefit of 
the manager. The problem is aggravated by the fact 
that under prevailing accounting practices and tax 
law, commissions are treated as part of the purchase 
price of securities sold, rather than being accounted 
for as expenses incurred in the management of the 
portfolio. Under these circumstances, investment 
managers may be inclined to seek services in 
exchange for brokerage since the cost of such 
services may be buried in the carrying value of the 
portfolio securities rather than charged to the 
beneficiaries as an expense of administration. The 
tendency of this situation to corrupt fiduciary 
relationships is not the least of the evils resulting 
from the present commission rate system. Even 
where no misconduct is present, the situation leads 
to inefficiency in the management of assets. The 
foregoing does not mean that fiduciaries may not 
utilize commissions on transactions for 
beneficiaries to obtain for their beneficiaries 
research and other valuable services. .. . 


Securities Exchange Act Release No. 11203 (Jan. 
23, 1975), 40 FR 7394 (February 20, 1975) at n. 42. 
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fixed commission rates. Broker-dealers compete to 
participate in offerings. The public offering price and 
the underwriters compensation are negotiated by 
the issuer and the underwriters without regulatory 
restraint. The securities so priced are then offered to 
the public, who have many comparable alternative 
investment opportunities and may elect not to buy 
them if the pricing is inappropriate. 


Permitting institutional investors to exert their own 
economic power to reduce the underwriters’ 
compensation in each offering might in the short 
term effectively reduce the price paid for securities 
by some investors. The long-term effects on 
underwriting risk, the level of underwriters’ 
compensation and costs to issuers and individual 
investors and the number of underwriters willing to 
participate in offerings are by no means necessarily 
beneficial, however. Institutional investors, 
underwriters and issuers have been well 
represented in the Commission’s proceedings, and 
the testimony received strongly suggests that 
disapproval of the NASD’s proposal would be likely to 
do more harm than good. 


Vil. CONCLUSION 


For the reasons stated above, the Commission has 
concluded that the proposed rule change is 
consistent with the Act and the rules thereunder 
applicable to the NASD. In performing its customary 
oversight responsibilities, the Commission will 
continue to observe the operation of the fixed price 
offering system with a view to determining whether 
the NASD’s rules are being complied with and 
enforced. If it should appear that the rules are not 
being observed and cannot be enforced effectively, 
in the future the Commission can revisit this matter. 
For today, however, the Commission has determined 
that the record of this proceeding strongly supports 
approval of the NASD’s proposed rule change. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned 
proposed rule change be, and it hereby is, approved. 


By the Commission, (Chairman Williams, Commis- 
sioners Loomis, Friedman, and Thomas), 
Commissioner Evans dissenting.* 


George A. Fitzsimmons 
Secretary 
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*Dissenting Opinion of Commissioner Evans follows. 
Commissioner Evans, dissenting. 


| respectfully dissent from the action of my 
colleagues approving amendments to the National 
Association of Securities Dealers’ Rules of Fair 
Practice because | do not believe it is appropriate as 
a matter of governmental policy, nordo| believe that 
the rule meets the standards required for its 
approval. The stated purpose of the amendments is 
to prohibit selling concessions, discounts or other 
allowances to persons other than brokers and 
dealers engaged in the investment banking or 
securities business and to permit such payments to 
be made or received only as consideration for 
services rendered in distribution. More plainly 
stated, this is an anti-competitive price maintenance 
rule which employs the regulatory power of the 
Federal Government to restrict the normal operation 
of economic market forces in determining the sale 
price of securities in certain underwritten offerings.! 


Not only is this undesirable as a matter of 
governmental policy, | do not believe it is possible to 
maintain fixed prices effectively through regulation 
in a service industry where there are many 
participants, where quality of service cannot be 
objectively measured, and where there are multi- 
faceted business relationships between buyers and 
sellers in which prices can be and are adjusted 
indirectly. 


Experience with regulations of this kind over the past 
several decades has shown that to the extent these 
amendments in fact have an impact, it will be to 





‘While it might be argued that the regulation is being 
imposed by the NASD and not by the Commission, | 
find that distinction not to be meaningful in this 
context. | do not mean to suggest, of course, that the 
NASD is anarm of the Federal Government. Indeed it 
is not, but it does exercise quasi-governmental 
authority. Moreover, this proposal would not be 
before the Commission if it could be implemented 
without our approval. See Securities Acts 
Amendments of 1975, Report of the Senate Comm. 
on Banking, Housing and Urban Affairs to 
Accompany S.249, S. Rep. No. 94-75, 94th Cong., 
lst Sess. 22-26 (1975); In re Abercrombie, 
Securities Exchange Act Release No. 16285 (Oct. 
18, 1979). 
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foster inefficiency and misallocation of resources 
and will be detrimental to our capital-raising system 
over the long term. In addition, the Commission’s 
order runs counter to what appears to be a national 
consensus that regulated industries should not be 
routinely granted exemptions from competitive 
principles that are considered to be essential 
elsewhere. In various industries protectionist 
regulations are being removed without apparent 
deleterious effects. 


Because of the strong industry and institutional 
support for a price-fixing rule over the nearly four 
years that the Commission has been considering 
this issue, | have sought a satisfactory theoretical or 
empirical basis on which | could support the NASD 
rule proposals, but have been unsuccessful. We 
have, of course, received many conclusory 
statements to the effect that the fixed price 
underwriting system is the most efficient means of 
raising capital and that it cannot be maintained 
absent approval of the NASD rule proposal. | do not 
argue that contractual arrangements among 
syndicate members are inappropriate or should be 
prohibited? and | recognize that the fixed price 
underwriting system has operated in this country for 
well over half a century and raises many billions of 
dollars of capital for American business each year. 
There has been no showing, however, that the 
system cannot be maintained without a specific 
governmental order supporting it. If the system is 
better and more efficient than the alternatives, it 
should continue to exist on its merits and not require 
regulatory coercion by the Federal Government. 


Also very troublesome to me is the effort to portray 
the fixed price underwriting system as one in which 
all purchasers receive equal value for the same 
price. The present rule proposal became acceptable 


to the securities industry and _ institutional 
purchasers only when it was changed to permit large 
investors to receive economic benefits which are not 
available to small investors. Thus the rule serves to 
perpetuate the present condition in which the fixed 
price is a facade behind which both direct and 
indirect discounts have been given in the form of 
various types of services for years. 


The difficulty in trying to establish a rule to prohibit 
discounts is evident from the evolution of this NASD 
proposal. It began as an attempt to limit the payment 
or receipt of discounts from a fixed selling price to 
securities professionals who earned it by 
participating in the distribution to investors. In its 
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Original form, it would have precluded discounts, in 
the form of products or services granted for an 
“agreed upon consideration” or which were 
“commercially available,” to any investor and would 
have limited designated sales to members of the 
underwriting syndicate. The intent of these 
restrictions was to prevent unfair discrimination 
against customers who were unable to bargain for 
goods and services that could be offset by selling 
concessions and to prevent misrepresentations that 
the public offering price was fixed when, in fact, 
certain customers were receiving discounts. 
Understandably, this created strong opposition from 
those who would have been prohibited from giving 
and receiving discounts. 


Institutional purchasers who would have been 
limited in their ability to bargain for services and 
smaller firms that are usually members of the selling 
group, but are unable to be members of the 
underwriting group, argued that it favored large 
securities firms and was unfairly discriminatory. In 
response to this opposition, the proposal and 
interpretations relating to it were eventually altered 
to permit all bona fide research to be considered as 
facilitating distribution, even if the research had 
nothing to do with the issue being underwritten and 
came from or through a firm that was not 
participating in selling the securities. Thus, research 
can be obtained from “soft dollars” where the 
consideration is explicitly agreed upon without its 
being viewed as an unacceptable discount under 
Section 24 of the NASD’s Rules of Fair Practice as 
long as the public offering price is paid by the 
purchaser. 


In other words, the primary discounting problem has 
been “resolved” by defining it away in a manner that 
the Commission stated expresses more clearly the 
economic realities of current research 
compensation practices and appears to be 





2Although | oppose the NASD proposal as unjustified 
intervention into our market economy, my dissent 
should not be taken to imply that | favor any 
governmental action to prohibit issuers and their 
underwriters from choosing fixed price offerings as 
the preferred method for distributing securities. See 
United States v. Morgan, 118 F. Supp. 621 (S.D.N.Y. 
1953). 
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acceptable to the industry and institutions. Just 
because the relationship is in accord with present 
research compensation practices, however, does 
not alter the fact that it embodies an economic 
discount from the fixed offering price. 


The Commission’s order approving the NASD’s 
proposed rule change sets forth quite clearly the 
complex problems that the NASD filing presents. 
Knowing that the Commission would be called upon 
to resolve such problems, Congress has vested inthe 
Commission both the power and the responsibility to 
make difficult judgments and has provided a legal 
framework within which to determine whether to 
approve or disapprove rule proposals. Within that 
framework, | cannot justify approval of the NASD 
proposal. 


Under Section 19(b)(2) of the Securities Exchange 
Act of 1934 (“Exchange Act”), the Commission must 
find that a proposed rule is consistent with the 
Exchange Act and the rules and regulations 
applicable to the NASD. The applicable 
requirements, each of which must be satisfied, are 
found in subparagraphs (b)(2), (b)(6), and (b)(9) of 
Section 15A. 


Section 15A(b)(2) requires that the NASD have the 
ability to enforce compliance by its members and 
associated persons with its rules. | have the utmost 
respect for the ability and dedication of the NASD 
and its staff. Nevertheless, given the sophistication 
of the participants, the economic interests at stake, 
and the complex structure of our securities markets, 
the NASD has not set forth facts upon which | can 
conclude that it is capable of detecting non- 
compliance and enforcing the provisions of the rule 
changes approved by the Commission. 


Enforcement has been made less difficult, of course, 
by abandoning the attempt to prohibit those who are 
not involved in direct selling efforts from sharing in 
the underwriting proceeds and providing that the 
selling concession may be used to pay for all bona 
fide research. Moreover, standards by which to 
determine overtrading have also been made more 
objective. Nevertheless, there is no practical way 
even to detect overtrading in many instances, 
particularly those that do not involve simultaneous 
purchases, nor is it possible to enforce prohibitions 
against indirect adjustments in the prices at which 
securities are sold. The Commission’s order 
recognizes these problems but states that 
“[c]ommentators have indicated that institutional 
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investors and broker-dealers will comply with the 
rule proposal.” | think the commentators are 
probably correct, but | do not consider voluntary 
compliance by most participants as meeting the 
required enforceability standards. 


Section 15A(b)(6) establishes certain purposes that 
the NASD rules must be designed to achieve as well 
as certain prohibited purposes which they must not 
be designed to achieve. In order to be consistent with 
the Exchange Act, a particular rule need not be 
designed to achieve all of the purposes but it must 
not violate one of the prescribed prohibitions. 


The first stated purpose which NASD rules may be 
designed to achieve is the prevention of fraudulent 
and manipulative acts and practices. The NASD 
contends it is misleading to allow discounts from the 
price per share stated in a prospectus in connection 
with a fixed price underwriting, that discounts 
cannot be disclosed with the necessary particularity 
in any event, and that an outright prohibition of such 
discounts is therefore necessary in order to prevent 
fraud. 


| agree with the statement inthe Commission's order 
that “the proposed rule at best is tenuously related to 
the prevention of fraud.” Neither the NASD nor any 
other participant in this proceeding has 
demonstrated that discounting practices cannot be 
adequately disclosed. In my view, the potential! for 
discounts from a fixed price in the form of soft dollar 
payments for unrelated research (permitted by the 
NASD rule) is required to be disclosed under Section 
16 of Schedule A of the Securities Act of 1933. Ifthat 
can be adequately described, and | believe it can, | 
see no reason why other forms of discounts could not 
also be appropriately disclosed. Thus, | do not see 
how the rule changes can be justified as necessary to 
prevent fraud. 


Another purpose which NASD rules should be 
designed to accomplish is the promotion of just and 
equitable principles of trade. The PS/ decision, 
discussed at length in the Commission’s order, held 
under the predecessor provision of Section 
15A(b)(6) that the obligation of the NASD to promote 
just and equitable principles of trade does not 
authorize it to impose sanctions for a breach of a 
fixed price underwriting agreement.* 





31n re National Association of Securities Dealers, 
Inc., 19 SEC 424 (1945). 
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Under Section 15A(b)(6) rules may not be designed 
to permit unfair discrimination between customers, 
issuers, brokers or dealers. In my opinion, serious 
questions are raised in that regard. It can be argued 
that by preventing institutions from obtaining 
discounts from the fixed offering price which, 
according to the record of this proceeding, their 
market power would permit them to obtain in the 
absence of the NASD rule, they are being unfairly 
discriminated against. 


Section 15A(b)(6) also prohibits rules which are 
designed to fix minimum profits or impose any 
schedule or fix rates of commissions, allowances, 
discounts or other fees charged by its members. The 
NASD contends that the proposal does not mandate 
a fixed price but requires only that members adhere 
to any price maintenance agreements they enter 
into. The Commission’s order asserts that since the 
provisions of the proposed rule change come into 
play only after the underwriters have themselves 
agreed to distribute securities through a fixed 
pricing offering, it seems “inaccurate to speak of a 
schedule as having been imposed or of discounts as 
having been fixed by rules of the NASD... .” The 
Commission’s response to that argument in the PS/ 
case was that: 


Whether or not the. agreements were 
voluntarily adopted and whether or not the 
minimum profits and schedule of prices and 
discounts were “fixed” by the agreements, it is 
the NASD which is seeking to enforce the 
schedule, and thus to “impose” it and other 
similar schedules by its application of the rule 
in disciplinary proceedings.* 


If an NASD rule is construed either to fix or to impose 
rates or fees, it contravenes an express and explicit 
prohibition. In such a case, the Commission is not 
permitted to look elsewhere in the Exchange Act in 
order to approve the rule under another standard. In 
particular, the balancing test in Section 15A(b)(9) of 
the Exchange Act would be neither available nor 
relevant. 


My colleagues agree with this construction in their 
order, but they conclude that the NASD’s proposed 
rule change should not be construed to impose or fix 
rates or fees. They suggest that the Commission in 
the PS/ case interpreted the fixing or imposing 
prohibition more expansively than it needed to and 
state that the Commission is not today prepared to 
conclude that Congress intended to prevent NASD 
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disciplinary action against its members for granting 
discounts from the public offering price in an 
offering that is publicly represented to be at a fixed 
price. Accordingly, they conclude that the per se 
prohibition against imposing or fixing prices does 
not apply and the Commission is authorized to look 
to the balancing test in Section 15A(b)(9), and to 
other provisions, in evaluating the proposed rule 
change. 


On the basis of the record in this proceeding, | am 
uncomfortable with that analysis. The NASD and 
others stated that the proposed rule change is 
needed to prevent the collapse of the fixed price 
underwriting system. They also suggested that, in 
the years that have intervened since 1945, changes 
in the markets (including the increased use of 
securities depositories) have made it no longer 
possible to enforce underwriting agreements, and 
particularly their price-fixing terms, without direct 
intervention by the NASD. My colleagues seem to 
have accepted that argument in concluding that the 
NASD rules would afford the underwriting system “a 
needed measure of support” and would help to 
prevent an “undisciplined erosion” of the 
underwriting system. 


lronically, those conclusions by the Commission, 
and the arguments made by the NASD and others, 
can be used to support the position that the NASD 
rules do indeed impose rates, allowances, discounts 
or other fees. But for the NASD, the Commission was 
told, competitive pressures, coupled with the 
difficulties of resorting to private action to enforce 
underwriting contracts, would make it impossible to 
maintain the fixed rates. The NASD, therefore, could 
be viewed as a necessary instrumentality for 
imposing the price-fixing arrangement. That 
argumentation could certainly lead to the 
conclusion that the NASD was imposing the rates 
even though the amounts of discounts and 
allowances were established separately by 
underwriters and issuers. 


Although | am not satisfied with the reasoning in the 
Commission's order overturning the PS/ decision, | 
have not found it necessary to base my dissent ona 
contrary conclusion. It can be and is based primarily 
on an inability to conclude, in accord with Section 





‘Id. at 438. 
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15A(b)(9), that the burdens placed on competition 
by the NADD rule proposal are necessary or 
appropriate in furtherance of the purposes of the 
Exchange Act. 


| realize that deviation from the tried and true 
involves some risk, but risk is an integral part of a 
free market system. The genius of administrative 
agencies, and in my view one of the principal 
justifications for their existence, is the ability to 
anticipate as well as to respond to change. If we 
found issuers were unable to raise capital 
economically as a result of a failure to approve this 
rule change, | have enough confidence in this 
Commission and the participants in the market to 
believe that prompt action would be taken to correct 
the situation. 


|! am not pessimistic, however, as to the changes 
which would be brought about by market forces in 
the absence of this NASD rule. In all probability, the 
capital-raising system that has served this country 
well would not be destroyed but instead would evolve 
into a better system. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17372/December 12, 1980 


In the Matter of 


BEVILL, BRESLER & SCHULMAN INCORORATED, 
ET AL. 


Admin. Proc. File No. 3-5934 


The Securities and Exchange Commission has 
ordered the institution of public administrative 
proceedings against Bevill, Bresler & Schulman 
Incorporated (“BBS”), a registered broker-dealer 
firm located in Newwark, New Jersey; against two 
unregistered corporate affiliates of BBS; against 
Robert L. Bevill, Summit, New Jersey, president of 
BBS; against certain former managers of the firm’s 
Houston office, Andrew Dale Ledbetter, Fort 
Lauderdale, Florida and Charles Frederick Marshall, 
Houston, Texas; and against 12 former salesmen 
and a former trader, most of whom were employed in 
the firm’s Houston office, namely, Joe A. Clements, 
Houston, Texas; Edward Earl Rotenberry, Spring, 
Texas; Jimmy Wayne Briggs, Dallas, Texas; Ronald 
P. Byerly, Houston, Texas; John A. Cooper, Austin, 
Texas; John A. Hammond, Lafavette Hill, 
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Pennsylvania; Max B. Hill, Houston, Texas; Patrick T. 
Michael, Memphis, Tennessee; Stewart L. Michaels, 
New York, New York; Jack L. Pemberton, Memphis, 
Tennessee; Lawrence L. Silverstein, Germantown, 
Tennessee; Larry D. Slayton, Garland, Texas; 
and James W. Winter, Houston, Texas. 


In the Order for Public Proceedings, the Division of 
Enforcement alleges that the respondents violated 
and aided and abetted violations of the anti-fraud 
provisions of the Securities Act of 1933 and the 
Securities Exchange Act of 1934 in connection with 
government securities transactions with customers, 
including savings and loan associations and credit 
unions. The Order alleges that material misleading 
statements were made concerning the nature and 
risks of trading in government securities for 
mandatory and optional forward delivery. It is also 
alleged that respective respondents violated the 
anti-fraud provisions by engaging in so-called 
adjusted trading (whereby a contemporaneous 
purchase and sale of securities were effected with a 
customer at prices above the market price); by 
executing unauthorized trades; by inducing and 
approving unsuitable transactions; and by charging 
excessive prices. The Order further alleges that BBS 
violated certain broker-dealer bookkeeping 
provisions under the 1934 Act by failing to make and 
keep accurate confirmations of purchases and sales 
in connection with adjusted traces. In addition, the 
Order charges BBS, Bevill, Ledbetter and Marshall 
with failing reasonably to supervise certain 
respondents named in the Order. 


Simultaneously with the institution of public 
administrative proceedings, the Commission has 
determined that it was appropriate and in the public 
interest to accept settlement offers from 15 of the 19 
respondents; accordingly, the Commission has 
issued an order imposing remedial sanctions 
against the settling respondents. That order is 
issued simultaneously herewith. Respective settling 
respondents consented, without admitting or 
denying the allegations, to Commission findings of 
violations of the antifraud provisions and to failures 
to supervise. The Commission, pursuant to the firm’s 
settlement offer, ordered the registrant broker- 
dealer firm and its corporate affiliates to refrain from 
engaging for 650 days in forward transactions in 
government securities; to refrain from opening any 
branch offices for six months; to conduct a thorough 
review of its compliance procedures and the 
implementation thereof and the firm was censured. 
The varied sanctions of the individual respondents 
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include substantial suspensions and supervisory 
bars. 


A hearing will be scheduled to take evidence on the 
staff's allegations and to afford the non-settling 
respondents (Hammond, Slayton, Michaels and 
Winter) an opportunity to establish any defenses 
thereto for the purpose of determining whether 
remedial sanctions are appropriate in the public 
interest. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17373/December 12, 1980 


In the Matter of: 


BEVILL, BRESLER & SCHULMAN INCORPORATED 
(No. 8-18885) 

BEVILL, BRESLER & SCHULMAN GOVERNMENT 
SECURITIES, INC. 

BEVILL, BRESLER & SCHULMAN ASSET 
MANAGEMENT CORPORATION 

ROBERT L. BEVILL 

ANDREW DALE LEDBETTER 

CHARLES FREDERICK MARSHALL 

JIMMY WAYNE BRIGGS 

RONALD P. BYERLY 

JOE A. CLEMENTS 

JOHN A. COOPER 

MAX B. HILL 

PATRICK T. MICHAEL 

JACK L. PEMBERTON 

EDWARD E. ROTENBERRY 

LAWRENCE L. SILVERSTEIN 


FINDINGS AND ORDER 
SANCTIONS 


IMPOSING REMEDIAL 


In these proceedings ordered pursuant to Sections 
15(b) and 19(h) of the Securities Exchange Act of 
1934 (the “1934 Act’), Respondents Bevill, Bresler 
& Schulman Incorporated (“BBS”), Bevill, Bresler & 
Schulman Government Securities, Inc. (“GSI”), 
Bevill, Bresler & Schulman Asset Management 
Corporation (“AMC”), Robert L. Bevill (“Bevill”), 
Andrew Dale Ledbetter (“Ledbetter”), Charles 
Frederick Marshall (“Marshall”), Lawrence L. 
Silverstein (“Silverstein”), Patrick T. Michael 
(“Michael”), Ronald P. Byerly (“Byerly”), Edward E. 
Rotenberry (“Rotenberry”), Jimmy Wayne Briggs 
(“Briggs”), John A. Cooper (“Cooper”), Jack L. 
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Pemberton (“Pemberton”), Max B. Hill (“Hill”) and 
Joe A. Clements (“Clements”) and have submitted 
Offers of Settlement which the Commission has 
determined to accept.' Solely for the purpose of 
settling these proceedings and without admitting or 
denying the allegations contained in the Order for 
Public Proceedings (the “Order’), the above 
Respondents consent to the findings of violations 
and the sanctions contained in this order.” 


On the basis of the Order and the Offers of 
Settlement, the Commission finds that: 


(1) BBS wilfully violated and wilfully aided and 
abetted violations of Section 17(a) of the Securities 
Act of 1933 (the “1933 Act”) and Sections 10(b) and 
17(a) of the 1934 Act and Rules 10b-5 and 17a-3 
thereunder, as alleged in the Order, and failed 
reasonably to supervise, with a view toward 
preventing the violations alleged in the Order, 
persons who were subject to its supervision at the 
time of such violations alleged in the Order and who 
committed such violations alleged in the Order. 


(2) GSI and AMC each wilfully violated and wilfully 
aided and abetted violations of Section 17(a) of the 
1933 Act and Section 10(b) of the 1934 Act and Rule 
10b-5 thereunder, as alleged in the Order. 


(3) Bevill wilfully violated and wilfully aided and 
abetted violations of Section 17(a) of the 1933 Act 
and Section 10(b) of the 1934 Act and Rule 10b-5 
thereunder, as alleged in the Order, wilfully aided 
and abetted violations of Section 17(a) of the 1934 
Act and Rule 17a-3 thereunder, as alleged in the 
Order, and failed reasonably to supervise, with a view 
toward preventing the violations alleged in the Order, 
persons who were subject to his supervision at the 
time of such violations alleged in the Order and who 
committed such violations alleged in the Order. 


(4) Ledbetter and Marshall each failed reasonably to 
supervise, with a view toward preventing the 
violations alleged in the Order, persons who were 
subject to their supervision at the time of such 





‘The Order for Public Proceedings was issued 
simultaneously with the Commission’s acceptance 
of such Offers of Settlement. 


The findings herein are not binding on any other 
Respondent named in this proceeding. 


SEC DOCKET/965 





violations alleged in the Order and who committed 
such violations alleged in the Order. 


(5) Silverstein, Michael, Byerly, Rotenberry, Briggs, 
Cooper, Pemberton, Hill and Clements each wilfully 
violated and wilfully aided and abetted violations of 
Section 17(a) of the 1933 Act and Section 10(b) of 
the 1934 Act and Rule 10b-5 thereunder, as alleged 
in the Order. 


(6) It is appropriate and in the public interest to 
impose the sanctions specified in the Offers of 
Settlement. 


Accordingly, IT IS ORDERED that effective 
December 18, 1980: 


(1) BBS refrain from engaging in the purchase and 
sale of U.S. government guaranteed securities for 
both mandatory and optional forward delivery for a 
period of 60 (sixty) days; provided, however, that 
BBS shal! not be prohibited from entering into 
transactions with other dealers in securities and with 
mortgage banks, and provided further that BBS shall 
not be prohibited from engaging in such 
transactions where the settlement date shall be not 
more than 30 (thirty) days from the trade date. 


(2) BBS; refrain for six months from opening any new 
branch offices. 


(3) BBS comply with its agreement and undertaking 
to conduct, with the assistance of its counsel, a 
thorough review of its compliance procedures and 
the implementation thereof with a view to adoption 
and implementation of compliance procedures 
recommended by counsel. 


(4) BBS be and hereby is censured. 

(5) GSI and AMC be and hereby are censured. 

(6) GSI and AMC comply with the prohibitions, 
agreements and undertakings set forth in 
paragraphs 1, 2 and 3 above. 

(7) Bevill refrain from acting as a supervisor in 
connection with all activities pertaining to U.S. 
Government and U.S. Government guaranteed 
securities (other than activities of a clerical or 
ministerial nature) for a period of 45 calendar days. 
(8) Bevill be and hereby is censured. 


(9) Ledbetter be and hereby is suspended from 
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association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of 120 calendar days, 
and is also barred from association in a supervisory 
or compliance capacity with any broker or dealer, 
investment company, investment adviser or 
municipal securities dealer, provided that Ledbetter 
shall have a right to reapply to act in a supervisory or 
compliance capacity after one year. 


(10) Marshall be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of 60 calendar days, 
and is also concurrently suspended from 
association in a supervisory capacity with any broker 
or dealer, investment company, investment adviser 
Capacity or municipal securities dealer for a period 
of six months. 


(11) Michael be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of nine months. 


(12) Byerly be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of nine months. 


(13) Rotenberry be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of 60 calendar days. 


(14) Briggs be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of 40 calendar days. 


(15) Cooper and Pemberton be and hereby are 
suspended from association with any broker or 
dealer, investment company, investment adviser or 
municipal securities dealer for a period of 30 
calendar days. 


(16) Hill be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of 21 calendar days. 


(17) Silverstein be and hereby is suspended from 
association with any broker or dealer, investment 
company, investment adviser or municipal 
securities dealer for a period of 20 calendar days. 
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(18) Clements be and hereby is censured. 
By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17374/December 15, 1980 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE NATIONAL ASSOCIATION OF SECURITIES 
DEALERS, INC. 


File No. SR-NASD-80-23 


The National Association of Securities Dealers, Inc. 
submitted on December 8, 1980, a proposed rule 
change under Rule 19b-4 to amend its rules 
regarding otpions sales communications to conform 
them to comparable rules of the options exchanges. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
December 15, 1980. In order to assist the 
Commission to determine whether to approve the 
proposed rule change or institute proceedings to 
determine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-NASD-80-23. 


Copies of the submission, all subsequent 
amendmernrts, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory 
organization. 
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For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17375/December 15, 1980 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY PACIFIC STOCK EXCHANGE, INC. 


File No. SR-PSE-80-24 


The Pacific Stock Exchange, Incorporated (“PSE”) 
submitted on December 4, 1980, a proposed rule 
change under Rule 19b-4 to increase the PSE’s 
listing fees with respect to the initial listing of bonds, 
the initial listing of additional shares of stock or 
warrants, and the annual listing maintenance fees 
for all PSE securities. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
December 15, 1980. In order to assist the 
Commission to determine whether to approve the 
proposed rule change or institute proceedings to 
determine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-PSE-80-24. 


Copies of the submission, all subsequent 
amendmerts, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. 


Copies of the filing and of any subsequent 
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amendments will also be available at the principal 
office of the above-mentioned self-regulatory 
organization. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17376/December 15, 1980 


NOTICE OF FILING AND EFFECTIVENESS OF 
PROPOSED RULE CHANGE BY THE NEW YORK 
STOCK EXCHANGE, INC. 


File No. SR-NYSE-80-44 


The New York Stock Exchange, Inc. (“NYSE”) 
submitted, on November 17, 1980, a proposed rule 
change under Rule 19b-4 to increase the rates 
charged for the Bond Ticker, Bond Ticker Display, 
Delayed Prices Service, Equity Total Transaction 
Tape and Bond Bid-Asked Tape, Closing Price Tape 
and Range Tape, in order to recover a portion of the 
increased operating expenses associated with these 
services. In addition, the filing establishes rates for 
the following new tape services: Bond Total 
Transaction and Equity Closing Quote. 


The foregoing rule change has become effective, 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934. At any time within sixty days 
of the filing of such proposed rule change, the 
Commission may summarily abrogate such rule 
change if it appears to the Commission that such 
action is necessary or appropriate in the public 
interest, for the protection of investors, or otherwise 
in furtherance of the purposes of the Securities 
Exchange Act of 1934. 


Publication of the submission is expected to be 
made in the Federal Register during the week of 
December 15, 1980. In order to assist the 
Commission to determine whether to approve the 
proposed rule change or institute proceedings to 
determine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views and arguments 
concerning the submission within 21 days from the 
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date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-NYSE-80-44. 


Copies of the submission, all subsequent 
amendments, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
a. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17377/December 15, 1980 


A notice has been issued giving interested persons 
until January 8, 1981 to comment on the application 
of WYNN’S INTERNATIONAL, INC. to withdraw from 
listing and registration on the American Stock 
Exchange. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17378/December 15, 1980 


A notice has been issued giving interested persons 


until January 8, 1981 to comment on the 
applications of the Midwest Stock Exchange for 
unlisted trading privileges in three stocks which are 
listed and registered on one or more other national 
securities exchanges and are reported in the 
consolidated transaction reporting system. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17379/December 15, 1980 


An order has been issued granting the application of 
the New York Stock Exchange to strike the common 
stock ($.01 par value) and the $1 cumulative 
convertible preferred stock of APPLIED DIGITAL 
DATA SYSTEMS, INC., from listing and registration 
thereon. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17380/December 15, 1980 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE PHILADELPHIA STOCK EXCHANGE. INC. 


File No. SR-PhIx-80-24 


The Philadelphia Stock Exchange, Inc. (“PhIx”) 
submitted on October 6, 1980, a proposed rule 
change under Rule 19b-4 to create an Allocation, 
Evaluation, and Securities Committee and an 
Executive Committee as standing Phix committees.! 
The present Admissions Committee, Floor 


Procedures Committee, and Options Committee, 
which are standing committees, would be given 
additional duties? and the Stock List Committee 


would be discontinued.? All the standing 
committees, except as otherwise provided in Phix’s 
By-Laws, would be composed of nine or more 
persons, to be appointed by Phix’s Chairman of the 
Board with the approval of the Phix Board of 
Governors.* 


A majority of the new Allocation, Evaluation and 
Securities Committee would be composed of 
members who conduct a public securities business, 
with the balance consisting of equity floor and options 
floor members® and would have authority over the 
allocation, retention, and transfer of privileges to 
deal in securities on the equity and options trading 
floors. It also would perform the functions of the 
discontinued Stock List Committee involving the 
listing and delisting of equity securities.® 


The new Executive Committee would consist of the 
following officials: the PhIx’s Chairman of the Board 
(who would chair the Executive Committee), the two 
Vice Chairmen, the immediate past Chairman, the 
President, the Executive Vice President, and three 
other Board members to be appointed by the 
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Chairman.’ The Executive Committee would be 
authorized to implement and execute policy 
previously approved by the Board of Governors.® 


The present Admissions Committee would have 
authority over admission and readmission to 
exchange membership.? Under the proposed rules, 
any application who is rejected for admission would 
be entitled to notification in writing as to the reasons 
and to a review or hearing by the Admission 
Committee, and, if finally rejected by the Admissions 
Committee the applicant would be entitled to an 
appeal to the Board of Governors.’° 


The present Floor Procedure Committee would have 
additional responsibilities regarding equity floor 
supervision over specialists, odd-lot dealers, and 
floor brokers, and it would be required to establish 
training procedures for equity floor members." 





1Proposed Phix By-Laws, Section 5-3. 

2Id., Sections 10-6, 10-12, and 10-15. 

3/d., Section 10-1(a). 

‘Id. Further, except as otherwise provided in Phix’s 
By-Laws, the decision of a majority of members 
present at a committee meeting, where a quorum 
exists, would be the decision of the committee. /d. 
Section 10-3(a). 

5/d., Section 10-7(a), (b). 

S/d., Section 10-7(d). The current Section 10-14 of 
the By-Laws, which sets forth the present authority of 
the Stock List Committee, would be re-numbered as 
Section 10-7(d) under the provisions on the 
proposed Allocation, Evaluation and Securities 
Committee. 

7Proposed By-Laws, Section 10-10(a). 

8/d., Section 10-10(b). 

3/d., Section 10-6(a). 

101d., Section 12-4(b), (c), (f). 


‘Proposed By-Laws Section 10-12. 
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The present Options Committee, in addition to its 
present responsibilities, would supervise all means 
of options floor communication, the location of 
equipment and use of floor space, and Phix’s 
relations with other options exchanges. Further, the 
Options Committee would have jurisdiction over the 
approval of underlying stocks for options trading and 
would make and enforce options floor decorum 
rules. '? 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 34-17251, 
October 17, 1980) and by publication in the Federal 
Register (45 FR 72853, November 3, 1980). No 
comments were received with respect to the 
proposed rule filing. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder 
applicable to a national securities exchange and in 
particular, the requirements of Section 6 and the 
rules and regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned 
proposed ruie change be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








21d, Section 10-15. 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 17381/December 16, 1980 


Admin. Proc. File No. 3-5839 
In the Matter of the Application of 
EUGENE T. ICHINOSE, JR. 


5761 Haleola Street 
Honolulu, Hawaii 


For Review of Disciplinary Action Taken by the 


NATIONAL ASSOCIATION OF SECURITIES 
DEALERS, INC. 


OPINION OF THE COMMISSION 


REGISTERED SECURITIES ASSOCIATION—REVIEW 
OF DISCIPLINARY PROCEEDINGS 


Violations of Rules of Fair Practice 
Sale of Unregistered Securities 


Failure to Inform Employer of Private Securities 
Transactions 


Failure to Register as a Broker-Dealer 
Failure to Disclose Compensation 


Where registered principal of member firm of 
registered securities association unlawfully sold 
unregistered securities, failed to give required 
notice of those sales and others to the firm with 
which he was associated, improperly engaged in the 
securities business without required registration as 
a broker-dealer, and failed to disclose extra sales 
compensation to investors, held, association’s 
findings of violation and sanctions affirmed. 


APPEARANCES: 
Lawrence |. Weisman, for applicant. 


Andrew McR. Barnes and Peter J. Chepucavage, for 
the National Association of Securities Dealers, Inc. 


I. 
Eugene T. Ichinose, Jr., who was a registered 


principal of M. H. Deckard & Co., Inc., appeals from 
disciplinary action taken against him by the National 


Volume 21, No. 12, December 30, 1980 





Association of Securities Dealers, Inc. (“NASD”). 
The NASD found that Ichinose unlawfully sold 
unregistered securities, failed to give Deckard 
written notification of private securities 
transactions, failed to make material disclosures to 
investors, and improperly engaged in the securities 
business as an unregistered broker-dealer. It 
censured Ichinose, fined him $15,000, and 
suspended him from association with any NASD 
member as a principal for one year. Our findings are 
based on an independent review of the record.! 


In 1976, at the same time that he was acting as 
manager of the Honolulu branch office of Deckard, 
then an NASD member firm, Ichinose and various 
salesmen under his supervision sold interests in 
certain limited partnerships organized by Ichinose 
that were not sold through Deckard. In addition, 
Ichinose and some of the salesmen had individual 
contracts with Cal-Am Corporation pursuant to 
which they sold, independently of Deckard, interests 
in limited partnerships whose general partners were 
Cal-Am and companies and persons affiliated 
therewith. Cal-Am paid Ichinose commissions equal 
to 10% of the gross proceeds of his own sales, part of 
the 10% commissions on sales made by his 
salesmen, and a 3%% override on all Cal-Am sales 
made by his group. In 1976, Ichinose’s total Cal-Am 
earnings from these sources amounted to more than 
$40,000. 


The NASD found that Ichinose participated in the 
unlawful sale of the unregistered securities of 
various Cal-Am partnerships. Ichinose argues that 
the NASD failed to establish a prima facie case that 
registration provisions were violated. He further 
asserts that there is no evidence that the Cal-Am 
offerings were not exempt from registration under 
Section 4(2) of the Securities Act and Rule 146 
thereunder.? 


It is clear from the record that the Cal-Am securities 
in question were not registered under the Securities 
Act,? that Ichinose participated in the sale of those 
securities, and that the mails were used in 
connection with such sales. Thus the NASD 

established a prima facie case that Ichinose violated 
the Securities Act’s registration provisions.* 
Moreover, it is well settled that the burden of 
establishing the availability of an exemption from 
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registration rests upon those who claim it.> Ichinose 
failed to meet that burden. As one court has stated, 
“The evidence must be. . .explicit, exact, and not 
built on conclusionary statements of the 
[respondents].”° No such evidence was presented 
here. 


Ichinose argues that he had a right to rely on the 
assurances given him by Cal-Am, its attorneys, anda 
local attorney, that the offerings were entitled to the 
exemption provided for private placements under 
Rule 146. 





Citing Collins Securities Corp. v. S.E.C., 562 F.2d 
820 (C.A.D.C., 1977), Ichinose argues that the 
charges against him must be proven by clear and 
convincing evidence. Even apart from the question 
of whether Collins applies to NASD proceedings, the 
clear and convincing standard is only applicable to 
cases of fraud, and we make nofinding of fraud here. 
In any event, we find the evidence with respect to 
Ichinose’s violations clear and convincing. 


Section 4(2) of the Act exempts from registration 
“transactions by an issuer not involving any public 
offering.” Rule 146 prescribes a non-exclusive 
method for obtaining the exemption provided by 
Section 4(2). 


sThe offering circular in the record states that the 
Cal-Am interests covered thereby were being sold 
“pursuant to an exemption from registration under 
the Securities Act of 1933.” And Ichinose testified 
that Cal-Am’s other tax shelter programs were 
“almost word-for-word alike.” 


4See Hill York Corporation v. American International 
Franchises, Inc., 448 F.2d 680, 686 (C.A. 5, 1971); 
Doran v. Petroleum Management Corp., 545 F.2d 
893, 899 (C.A. 5, 1977). 


5See S.E.C. v. Ralston Purina Co., 346 U.S. 119, 126 
(1953); United States v. Custer Channel Wing 
Corporation, 376 F.2d 675, 678 (C.A. 4, 1967), cert. 
denied, 389 U.S. 850; Hill York Corporation v. 
American International Franchises, Inc., supra, 448 
F.2d at 690. 


SLively v. Hirschfeld, 440 F.2d 631, 633 (C.A. 10, 
1971). 
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As we have often pointed out, persons such as 
Ichinose “have a responsibility to be aware of the 
requirements necessary to establish an exemption 
from the registration requirements of the Securities 
Act, and should be reasonably certain that such an 
exemption is available before engaging in 
transactions which raise a question of compliance 
with those requirements.”” Ichinose could not 
simply rely on the statements made by Cal-Am.® 
Moreover, the record fails to show that he obtained 
any assurances from the local attorney with respect 
to the transactions in question. Nor does it show with 
any specificity what advice he may have received 
from Cal-Am’s attorneys. In any event, even 
assuming Ichinose received good advice from those 
attorneys, the record fails to demonstrate that he 
followed it. Ichinose did not show, in accordance 
with Rule 146(d)(1), that he had reasonable grounds 
to believe, immediately prior to any offer, that all 
offerees were either capable of evaluating the merits 
and risks of a prospective investment or able to bear 
the economic risk of such an investment. Nor did 
Ichinose show, in accordance with Rule 146(d)(2), 
that he had reasonable grounds to believe, 
immediately prior to the sales in question, that all 
offerees, either alone or together with their 
representatives, were capable of evaluating the 
merits and risks of their prospective investments or 
that they were able to bear the economic risk of those 
investments. Moreover, with respect to the 
exemption provided by Section 4(2), Ichinose did 
not show that the offering was made to persons who 
possessed the necessary sophistication and were 
able to fend for themselves.? 


It is clear that Ichinose participated in the unlawful 
sale of unregistered Cal-Am securities. Hence we 
affirm the NASD’s findings of violation. 


IV. 


The NASD Board of Governors’ interpretation with 
respect to private securities transactions, which was 
adopted in August 1976, provides in relevant partas 
follows: 


“It shall be deemed conduct inconsistnet with 
just <nd equitable principles of trade for any 
person associated with a member to engage in 
a private securities transaction outside the 
regular course or scope of his association or 
employment with a member, for himself, or 
with or for any other person without prior 
written notification to the member.”?° 
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The NASD found that Ichinose failed to give Deckard 
prior written notification of his transactions in Cal- 
Am and other securities during the period from 
September through December 31, 1976, and the 
record fully supports that finding. 


Prior to the adoption of the NASD’s interpretation, 
the Association’s rules, in relevant part, merely 
prohibited the concealment of private securities 
transactions from one’s employer. Ichinose testified 
that he notified a Deckard official orally of his 
“intention to make local syndications,” and that he 
did not know about the NASD’s new interpretation 
until he received a copy of it in December 1976. He 
states that, as soon as he received it, he resigned 
from Deckard. However, an NASD official stated on 
the record that the new interpretation was sent to all 
NASD members and their branch offices in August 
1976. In any event, it is immaterial, except as a 
possible mitigative factor, whether or not Ichinose 
was aware that he was violating NASD rules.!! We 
accordingly affirm the NASD’s findings of violation 
with respect to Ichinose’s private securities 





7Merrill Lynch, Pierce, Fenner & Smith Incorporated, 
45 S.E.C. 185, 188 (1973). See also Quinn & 
Company v. S.E.C., 452 F.2d 943, 946-947 (C.A. 10, 
1971), cert. denied, 406 U.S. 957 (1972). 


8See Apex Financial Corporation, Securities 
Exchange Act Release No. 16749 (April 16, 1980), 
19 SEC Docket 1221, 1222, and authorities there 
cited. 


9S.E.C. v. Ralston Purina Co., supra, 346 U.S. at 125; 
Albert S. Pitts, Securities Exchange Act Release No. 
17274 (November 6, 1980), 21 SEC Docket 469, 
471; Thomas A. Sartain, Sr., Securities Exchange Act 
Release No. 16561 (February 8, 1980), 19 SEC 
Docket 562, 566; Securities Act Release No. 5487 
(April 23, 1974), 4 SEC Docket 154, 155. 


l0NASD Manual para. 2177, p. 2109-3. 


See Regents of the University of Minnesota v. The 
National Collegiate Athletic Association, 560 F.2d 
352, 369 (C.A. 8, 1977); Safeco Securities, Inc., 45 
S.E.C. 303, 306-307 (1973); Rothschild Securities 
Corporation, 45 S.E.C. 444, 446 (1974). 
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transactions during the period September through 
December 1976.'” 


V. 


The NASD found that Ichinose failed to comply with 
just and equitable principles of trade in that he 
unlawfully engaged in the securities business 
without being registered with this Commission as a 
broker-dealer under Section 15(a) of the Securities 
Exchange Act. As we have seen, Ichinose and 
salesmen under his supervision sold interests in 
various Cal-Am offerings and other securities 
independently of Deckard. 


Ichinose claims that he conducted his business 
solely in Hawaii and therefore was entitled to the 
exemption from registration provided for a broker- 
dealer “whose business is exclusively intrastate.” 
However, the general partners of the various Cal-Am 
limited partnerships distributed by Ichinose were 
not located in Hawaii, and in those circumstances 
Ichinose was not entitled to an intrastate exemption 
from broker-dealer registration.'? We accordingly 
affirm the NASD’s finding of violation with respect to 
the period April Through December 1976, while 
Ichinose was engaged in selling Cal-Am securities.'4 


Vi. 


As noted above, Ichinose received additional 
compensation for his group’s Cal-Am sales in the 
form of a 3%% override. The NASD found that 
Ichinose failed to comply with just and equitable 
principles of trade by failing to disclose this 
additional compensation to investors. 


Ichinose admittedly did not inform all of his 
customers that he was receiving a 32% override on 
their Cal-Am purchases. He points to the Cal-Am 
offering circular in the record which states that sales 
commissions equal to 10% of the purchase price will 
be paid, but that “in some situations” there would be 
“an additional overriding commission.” However, 
that recitation did not constitute adequate 
disclosure of the 3%% override that Ichinose 
received. 


We consider that such compensation, which was 
clearly an added sales incentive, was of material 
significance to investors in Cal-Am partnerships, 
and should have been disclosed even if it was not 
paid from the proceeds of the offerings.'!° We 
accordingly affirm the NASD’s finding that Ichinose 
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12We set aside additional findings of violation made 
by the NASD with respect to private securities 
transactions by Ichinose prior to September 1976 
and subsequent to his resignation from Deckard as 
of December 31, 1976. Ichinose further states that 
Deckard did not pay the operating expenses of its 
Honolulu office, and that it did not even supervise 
that office. However, as long as Ichinose remained 
associated with Deckard, he was required to give it 
proper notification of his private securities 
transactions. 


13S$ee Professional Investors, Inc., 37 S.E.C. 173, 
175-176 (1956); Peoples Securities Company, 39 
S.E.C. 641, 652-653 (1960), aff'd sub nom. Peoples 
Securities Co. v. S.E.C., 289 F.2d 268 (C.A. 5, 1961). 
See also Weiss, Registration and Regulation of 
Brokers and Dealers (1965), at pp. 13-15; 2 Loss, 
Securities Regulation, (2d ed. 1961), at pp. 1299- 
1300. 


‘4We set aside the NASD’s findings of violation with 
respect to other time periods. Ichinose further 
claims that the NASD lacks “jurisdiction” to charge 
him with failing to register as a broker-dealer. He 
also argues that the NASD proceeding placed him in 
“double jeopardy” because of an earlier injunctive 
action involving similar charges brought against him 
by this Commission. These contentions are wholly 
lacking in merit. We have repeatedly approved the 
NASD’s uniform practice of treating violations of the 
securities acts as violations of the Association’s 
ethical standards. See Management Financial Inc., 
Securities Exchange Act Release No. 12098 
(February 11, 1976), 8 SEC Docket 1248, 1252, and 
cases there cited. Moreover, there is no basis for 
Ichinose’s claim of “double jeopardy.” The Exchange 
Act provides several parallel and compatible 
procedures for the achievement of its objectives, 
and the use of more than one avenue is in many 
instances both proper and appropriate. See Lile & 
Co., Inc., 42 S.E.C. 664, 670 (1965), and the cases 
there collected. See also A. G. Bellin Securities 
Corp., 39 S.E.C. 178, 186 (1959). 


18See Howard D. Gatliff, Securities Exchange Act 
Release No. 16680 (March 20, 1980), 19 SEC 
Docket 934, 936. The NASD found that Ichinose also 
violated its rules by failing to disclose to investors 
additional compensation that he received from Cal- 
Am in the form of an $18,000 non-recourse loan to 
finance his investment in a Cal-Am partnership. 


However, after Ichinose received the loan, in 
November 1976, he effected only one more sale of a 
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failed to comply with just and equitable principles of 
trade.!® 


Vil. 


We now turn to the various procedural arguments 
raised by Ichinose. 


Ichinose claims that the NASD’s Board of Governors 
improperly increased the sanctions against him 
without giving him notice or an opportunity to be 
heard. We disagree. 


The NASD District Committee which heard this case 
censured Ichinose and fined him $15,000.?’ 
Following his appeal to the NASD’s Board of 
Governors, the NASD notified Ichinose’s counsel 
that Ichinose would have the opportunity for a 
hearing before a subcommittee of the Board, and 
“that the Board [was] free to modify any findings and 
penalties imposed by the District Committee, 


including dismissals.” After a hearing before the 
Board,'® it affirmed the District Committee’s findings 
of violation but, in addition to the sanctions imposed 
by the Committee, suspended Ichinose from acting 
as a principal with any member firm for one year. 
Since Ichinose was expressly notified prior to the 
Board hearing that the Board could modify the 
sanctions which the Committee had imposed, there 
was Clearly no impropriety here.‘9 


Ichinose further complains that he did not have the 
opportunity to cross-examine certain Deckard 
officials and an attorney who assertedly gave him 
legal advice in connection with some of the activities 
at issue here. However, neither the Deckard officials 
nor the attorney in question testified in the 
proceedings before the NASD.*° And the record does 
not show that Ichinose made any effort to call them 
as witnesses.?! 





Footnote 15 continued 


Cal-Am partnership interest. And the record is not 
clear that Ichinose failed to disclose the loan in 
connection with that sale. We accordingly set aside 
the NASD's finding of violation in this regard. 


‘In view of this conclusion, we need not reach the 
NASD’s additional finding that Ichinose’s conduct 
also violated NASD antifraud provisions, and we 
accordingly set that finding aside. 


‘7Ichinose claims that the District Committee did not 
give him a fair hearing because one of its members 
was prejudiced against him. The incident involving 
the alleged prejudice was unrelated to these 
proceedings. In any event, the member in question 
did not sit on the hearing panel in this case, and was 
no longer a member of the NASD’s District 
Committee when it issued its decision herein. 


8ichinose complains that there was no Board 
hearing. This argument is wholly lacking in merit. 
Because Ichinose was located in Hawaii and the 
Board hearing panel in Washington, D.C., a hearing 
was conducted by telephone conference call at 
Ichinose’s request. And, contrary to Ichinose’s 
further contention, a transcript of that hearing is in 
the record. 


974/SEC DOCKET 


'SThus the requirement specified in Todd and 
Company, Inc. v.S.E.C.,557 F.2d 1008, 1014 (C.A. 3, 
1977) was met. Section 16(b) of the NASD’s Code of 
Procedure for Handling Trade Practice Complaints 
expressly empowers the Board, in connection with 
its review of District Committee disciplinary action, 
to increase any sanction that the Board finds 
inadequate after appropriate notice and opportunity 
for hearing. NASD Manual para 3015, pp. 3027- 
3028. 


20lchinose claims that the NASD improperly 
considered certain written statements submitted to 
it by certain Deckard officials and their counsel. It 
does not appear that the NASD relied on those 
statements in making its findings against Ichinose. 
In any event, we have not considered them in 
connection with our de novo review of this matter. 


Ichinose further complains about the introduction 
into evidence of two memoranda from NASD 
counsel reflecting conversations with the attorney 
who assertedly gave Ichinose legal advice. But, at 
the hearing before the Board, the NASD introduced 
those memoranda into evidence with the express 
approval of Ichinose and his counsel. 


21lchinose asserts that, at the District Committee 


hearing, the NASD “promised” to hold a further 
hearing in order to take testimony from certain 
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In an action brought by this Commission in February 
1978, Ichinose was permanently enjoined, with his 
consent, from unlawfully selling unregistered 
securities and engaging inthe securities business as 
an unregistered broker-dealer.** Ichinose asserts 
that he consented to the injunction on the basis of a 
representation made by our staff. According to 
Ichinose, our staff told him that the NASD had 
agreed that, if it should bring proceedings against 
him for the same activities as those involved in the 
injunctive action, only a nominal fine would be 
imposed.?3 


Evidence in the record contradicts Ichinose’s 
assertion. In a letter to Ichinose’s counsel dated 
November 16, 1977, the NASD stated that “neither 
the Association nor the Commission can grant. . .any 
assurance that a particular sanction will be imposed 
if Mr. Ichinose consents to [the injunctive] order.” 
And about three weeks later, in a letter dated 
December 5, 1977, our staff advised Ichinose’s 
counsel that it had informed the NASD of the 
proposed consent order in the injunctive action, but 
“would not attempt to influence the NASD with 
respect to the propriety of any particular sanction” it 
might impose. 


We have carefully reviewed the record of the 
proceedings below with respect to all of Ichinose’s 
procedural contentions, and we find no unfairness in 
his treatment by the NASD.” In any event, Ichinose 
has not been prejudiced, since the NASD’s findings 
have been accorded de novo review by this 
Commission.” 


Vill. 


Ichinose argues that the sanctions imposed by the 
NASD are excessive. Even though we have set aside 
certain of the NASD’s findings of violation, we cannot 
agree. Ichinose engaged in serious misconduct. The 
Securities Act’s registration provisions set forth 
basic requirements for the protection of investors, 
and the requirement that non-exempt broker- 
dealers register as such is a keystone of the entire 
system of broker-dealer regulation. A salesman’s 
“private” securities transactions deprive the public 
of protection it is entitled to expect, and may expose 
the firm with which he is associated to unwarranted 
risks.2° Moreover, Ichinose failed to make material 
disclosure to investors with respect to his sales 
compensation. Finally, we note that the fine 
assessed against Ichinose is far less than the profits 
he earned from his improper conduct.’ 
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Under all the circumstances, we are unable to 
conclude that the sanctions imposed by the NASD 
are excessive or oppressive. 


An appropriate order will issue.”® 

By the Commission (Commissioners LOOMIS, 
EVANS, FRIEDMAN and THOMAS); Chairman 
WILLIAMS not participating. 


George A. Fitzsimmons 
Secretary 








Footnote 21 continued 


Deckard officials who were also respondents in this 
proceeding. However, NASD counsel merely noted 
that the District Committee had granted the Deckard 
officials’ request for a separate hearing, and 
indicated that, since some of their testimony might 
be relevant to the issues involving Ichinose, he would 
be advised of the time and place of such hearing. But 
the Deckard respondents subsequently declined to 
appear, and no hearing was held. 


22S.E.C. v. Eugene T. Ichinose, Jr., Civil Action No. 78- 
48 (D. Hawaii, February 15, 1978). Ichinose neither 
admitted nor denied the charges in the complaint. 


23Ichinose’s request for a hearing on this issue is 
denied. 


24Ichinose also complains of supervisory restrictions 
imposed by the NASD on his present employment as 
a result of the statutory disqualification arising from 
the injunction entered against him. However, those 
restrictions are not before us in this proceeding. 


25See R. H. Johnson & Co. v. S.E.C., 198 F.2d 690, 695 
(C.A. 2, 1952), cert. denied, 344 U.S. 855; Schultz v. 
S.E.C., 614 F.2d 561, 568 (C.A. 7, 1980). 


26See Anthony J. Amato, 45 S.E.C. 282, 285 (1973). 


27S$ee Philip S. Sirianni, Securities Exchange Act 
Release No. 17077 (August 20, 1980), 20 SEC 
Docket 971, 974. 


28We have fully considered all of the arguments 
made by Ichinose. His contentions are rejected or 
sustained to the extent that they are inconsistent or 
in accord with the views expressed in this opinion. 


SEC DOCKET/975 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17381/December 16, 1980 


Admin. Proc. File No. 3-5839 
In the Matter of the Application of 
EUGENE T. ICHINOSE, JR. 


5761 Haleola Street 
Honolulu, Hawaii 


For Review of Disciplinary Action Taken by the 


NATIONAL ASSOCIATION OF SECURITIES 
DEALERS, INC. 


ORDER AFFIRMING DISCIPLINARY ACTION TAKEN 
BY REGISTERED SECURITIES ASSOCIATION 


On the basis of the Commission’s opinion issued this 
day, it is 


ORDERED that the disciplinary action taken by the 
National Association of Securities Dealers, Inc. 
against Eugene T. Ichinose, Jr. be, and it hereby is, 
affirmed. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17382/December 16, 1980 


In the Matter of 


PACIFIC STOCK EXCHANGE INCORPORATED 
301 Pine Street 
San Francisco, California 94104 


(SR-PSE-80-25) 


NOTICE OF FILING OF PROPOSED RULE CHANGE 


AND ORDER APPROVING PROPOSED RULE 
CHANGE 


Pursuant to Section 19(b)(1) of the Securities 
Exchange Act of 1934, 15 U.S.C. 78(s)(b)(1) (the 
“Act’), notice is hereby given that on December 8, 
1980, the Pacific Stock Exchange Incorporated 
(“PSE”) filed with the Commission copies of a 
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proposed rule change which replaces a requirement 
that members submit monthly reports of certain 
uncovered short positions with a requirement that 
such reports be submitted only on request. 


Interested persons are invited to submit written 
data, views and arguments concerning the 
submission within 21 days from the date of this 
publication. Persons desiring to make written 
comments should file six copies thereof with the 
Secretary of the Commission, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. Reference should be made 
to File No. SR-PSE-80-25. 


Copies of the submission, all subsequent 
amendmerts, all written statements with respect to 
the proposed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
oc. 


The Commission finds that the proposed rule 
change is consistent with the requirements of the 
Act and the rules and regulations thereunder 
applicable to national securities exchanges, and in 
particular, the requirements of Section 6, and the 
rules and regulations thereunder. 


The Commission finds good cause for approving the 
proposed rule change prior to the thirtieth day after 
the date of publication of notice of filing thereof, in 
that a similar proposal by the Chicago Board Options 
Exchange, Incorporated! for which opportunity for 
public comment was provided, was_ recently 
approved by the Commission.’ 





'See File No. SR-CBOE-80-24. 


*Securities Exch;ange Act Release No. 17244 
(October 24, 1980). 
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IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change 
referenced above be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17383/December 17, 1980 


FORM U-4, THE UNIFORM APPLICATION FOR 
SECURITIES INDUSTRY REGISTRATION 


ACTION: Adoption of revised Form U-4. 


SUMMARY: The Commission is adopting revised 
Form U-4, the Uniform Application for Securities 
Industry Registration, which was developed and 
submitted to the Commission by an ad hoc 
committee of the North American Securities 
Administrators Association (‘‘NASAA,” the 
organization of state securities administrators). The 
revised form will, among other things, reflect the 
provisions of the Securities Acts Amendments of 
1975 (the “1975 Amendments”). 


EFFECTIVE DATE: January 1, 1981. 


FOR FURTHER INFORMATION CONTACT: Elizabeth 
S. York, Division of Market Regulation, Securities 
and Exchange Commission, 500 N. Capitol Street, 
Washington, D.C. 20549, (202) 272-2376. 


SUPPLEMENTARY INFORMATION: The 
Commission solicited comments to the proposed 
revisions of Form U-4 in Securities Exchange Act 
Release No. 16977 (July 10, 1980).! This action 
adopts the revised form, essentially as proposed, 
with minor modifications made in response to 
comments on the proposal. 


Background 


Form U-4, the Uniform Application for Securities 
Industry Registration,? is the personnel form which 
the Commission requires to be filed by a registered 
broker or dealer who is not a member of a registered 
national securities association, on behalf of 
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associated persons of such broker or dealer. The 
present Form U-4 is also accepted as a uniform 
application form for associated persons by 46 states, 
all national securities exchanges and the National 
Association of Securities Dealers, Inc. (“NASD”).3 


The form was developed by an ad hoc committee of 
the North American Securities Administrators 
Association (“NASAA,” the organization of state 
securities administrators) which included 
representatives from the Commission, the NASD, 
the New York Stock Exchange, Inc. (“NYSE”), and 
other self-regulatory organizations. It was adopted in 
its present form in 1975.* 


The form was adopted prior to the enactment of the 
Securities Acts Amendments of 1975 (the “1975 
Amendments”) and therefore did not reflect fully 
and accurately the provisions of Section 3(a)(39)(D) 
and (E)° and Section 15(b)(4)(A)® of the amended 
Securities Exchange Act of 1934 (the “Act”). Section 
3(a)(39) of the Act designates five categories 
wherein a person is subject to a_ statutory 
disqualification within respect to membership or 
participation in, or association with a member of, a 
self-regulatory organization.’ Section 15(b)(4) ofthe 





145 FR 47853 (July 17, 1980); 20 SEC Docket 640. 


217 CFR §249.502. Formerly, the Uniform 
Application for Securities and Commodities Industry 
Registration. Because the commodities industry 
does not use Form U-4, reference to that industry 
has been omitted from the name of the form. 


3In regard to representatives associated with brokers 
or dealers, the term “application” is somewhat 
inappropriate since, unless a disqualifying condition 
exists or the requisite examination requirement is 
not met, acceptance of the form for filing auto- 
matically qualifies the individual. 


‘Securities Exchange Act Release No. 11424 (May 
16, 1975), 7 SEC Docket 2. 


515 U.S.C. §78c (1976). 
615 U.S.C. §780 (1976). 
7The substance of Section 3(a)(39)(D) and (E) ofthe 


Act is reflected in questions 28B and 29B of the 
revised Form U-4. 
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Act indicates the type of conduct for which the 
Commission may impose limitations upon a broker 
or dealer and persons associated with a broker or 
dealer.® 


Therefore, the NASAA ad hoc committee 
reconvened to consider the necessary revisions of 
the form. In addition to reflecting the 1975 
Amendments it was apparent that certain other 
revisions of Form U-4, both in format and substance, 
were appropriate. For example, the committee 
decided to solicit additional data from the applicant 
so that the form could be used as a basis for 
completing Item 10(a) of Form BD relating to 
statutory disqualifications.? Furthermore, certain 
revisions to the form were necessary so that it would 
continue to be accepted as a uniform form by the 
states and the self-regulatory organizations.’° 


The NASAA ad hoc committee completed its work on 
Form U-4 in February 1980 and submitted the 
revised form to the NASAA Uniformity Committee in 
April 1980. Subsequently, the Uniformity 
Committee requested comments from the NASAA 
membership concerning the revised form. 


In addition to the comments of the NASAA member- 
ship, the NASAA Uniformity Committee sought 
public reaction to the revised form prior to adoption 
by the Board of Directors. Accordingly, the 
Commission published for comment the proposed 
revisions of Form U-4 in Securities Exchange Act 
Release No. 16977 (July 10, 1980). 


The NASAA ad hoc committee met in September 
1980 to consider the comments received by NASAA 
and the Commission concerning the revised form. 
The majority of the comments supported the revised 
form. However, the committee decided to make the 
following changes to the previously proposed form: 
1) the name of the form has been changed (see 
footnote 2); 2) the certification clauses on page 4 
have been rewritten for improved clarity; and 3) the 
form has been adapted for computer use. 
Subsequently, the NASAA Board of Directors 
adopted the form as amended and recommended by 
the advisory committee. The Commission has also 
reviewed the public omments and concurs with the 
actions of the ad hoc committee. As a result, the 
Commission adopts the revised Form U-4. 


ll. The Revised Form U-4 


The overall structure of the revised form is similar to 
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the old form. The first part of the form is to be 
completed by both the applicant and the broker or 
dealer with which the applicant will be associated. It 
contains general information regarding the self- 
regulatory organizations and jurisdictions with 
which the associated person is to be registered and 
the identify of the prospective employer. It also 
indicates the capacity in which the applicant will be 
employed and whether or not he or she has passed 
an examination for registration or been granted a 
waiver or qualified for an exemption. 


The second part of the form, to be completed by the 
applicant, contains information concerning the 
person’s personal and educational background and 
business associations; and series of questions 
concerning any disciplinary proceedings or court 
actions brought against such person; and 
information about criminal convictions. The form 
also requires various certifications by both the 
broker or dealer and the applicant. 


Several changes in format have been made in order 
to improve clarity and eliminate duplicative 
information. As noted above, new questions have 
been added in order to include information required 
by the 1975 Amendments and Item 10(a) of Form 
BD. The revised Form U-4 continues to request the 
information required by Rule 17a-3(a)(12) and 
therefore may be used by a broker or dealer to satisfy 
the record retention requirements imposed by that 
rule." 





8The substance of Section 15(b)(4)(A) of the Act is 
reflected in question 28A of the revised Form U-4. 


°An affirmative answer to those questions on Form 
U-4 relating to statutory disqualifications will alert a 
broker or dealer that Item 10(a) of Form BD must be 
amended to reflect this information. 


During its April 1980 meeting, the NASAA 
membership approved the implementation of a 
Central Registration Depository (“CRD”), to be 
activated on January 1, 1981. The initial focus of the 
CRD is a consolidated nationwide system for 
registering securities agents. Therefore, Form U-4 is 
essential to the orderly development of the CRD 
program. 


117 CFR §240.17a-3(a)(12). Rule 17a-3(a)(12) 
requires an associated person to complete a 
questionnaire or application for employment to be 
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Accordingly, the Commission is amending Title 17, 
Chapter II, of the Code of Federal Regulations by 
revising §249.502. 


PART 249—FORMS, SECURITIES EXCHANGE ACT 
OF 1934 


§249.502 Form U-4, personnel form, to be filed by 
registered brokers or dealers not members of a 
registered national securities association, for 
associated persons of such brokers or dealers. 


Copies of the revised form have been filed with the 
Office of the Federal Register as part of the original 
document. Copies may be obtained from the Office 
of Publications, 500 North Capitol Street, N.W., 
Washington, D.C. 20549. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 17384/December 17, 1980 


Admin. Proc. File No. 3-5985 
In the Matter of 


PAINE, WEBBER, JACKSON & CURTIS 
INCORPORATED 
(BD 8-16267) 


PAINE WEBBER INCORPORATED 


ORDER INSTITUTING PROCEEDINGS PURSUANT 
TO SECTIONS 15(b), 19(h) AND 15(c)(4) OF THE 
SECURITIES EXCHANGE ACT OF 1934, AND 
FINDINGS, OPINION AND ORDER OF THE 
COMMISSION 





Footnote 11 continued 


approved by the member, broker or dealer. The 
information required by Rule 17a-3(a)(12) is 
covered in the background section and several of the 
questions of Form U-4. See, e.g., questions 27F and 
28C of the revised form. 
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I. 
The Commission's official public files disclose that: 


A. Paine, Webber, Jackson & Curtis Incorporated 
(“Paine Webber’) is a Delaware corporation with its 
principal place of business located at 140 Broadway, 
New York, New York. Paine Webber is registered with 
the Commission as a broker-dealer pursuant to 
Section 15(b) of the Securities Exchange Act of 1934 
(“Exchange Act”) and as an investment adviser 
pursuant to Section 203(e) of the Investment 
Advisers Act of 1940. Paine Webber is a member of 
the New York and American Stock Exchanges and 
most other securities exchanges. 


B. Paine Webber Incorporated (“PW”) is a Delaware 
corporation with its principal place of business 
located at 140 Broadway, New York, New York. PWI’s 
common stock is registered with the Commission 
pursuant to Section 12(b) of the Exchange Act and 
traded on the New York and Pacific Stock 
Exchanges. Paine Webber is a wholly owned 
subsidiary of PWI. During all times relevant herein, 
PWI has filed quarterly reports with the Commission 
pursuant to Section 13(a) of the Exchange Act and 
the rules thereunder. 


The Commission deems it appropriate and in the 
public interest that pursuant to Sections 15(b) and 
19(h) of the Exchange Act, proceedings be instituted 
with respect to Paine Webber and pursuant to 
Sections 15(b) and 15(c)(4) of the Exchange Act, 
proceedings be instituted with respect to PWI.! In 
these proceedings, the Commission alleges that 
Paine Webber wilfully violated Sections 15(c)(3) and 
17(a) of the Exchange Act and Rules 15c3-3, 17a-3, 
17a-11 and 17a-13 thereunder, and that PWI failed 
to comply with Section 13(a) of the Exchange Act 
and Rules 13a-13 and 12b-20 thereunder. 


Simultaneously with the institution of these 
proceedings, Paine Webber and PWI have submitted 
Offers of Settlement (“Offers”) for the purpose of 
resolving these proceedings. Under the terms of 
their Offers, Paine Webber and PWI, solely for the 
purposes of these proceedings and any other 





1The Commission also brings this proceeding 
against PWI as a person associated with a broker- 
dealer registered with the Commission. 


SEC DOCKET/979 





proceedings brought by the Commission, and 
without admitting or denying any of the allegations, 
facts, findings or other conclusions contained herein 
(other than those facts previously contained in 
certain filings made with the Commission), consent 
to the issuance of this Order of the Commission. 


After due consideration of the Offers and upon the 
recommendation of the staff, the Commission has 
determined that it is appropriate and in the public 
interest to accept the Offers and to order the 
sanction and undertakings contained in the Offers 
and, accordingly, IT IS ORDERED that proceedings 
pursuant to Section 15(b), 15(c)(4) and 19(h) of the 
Exchange Act be, and they hereby are, instituted. 


HI. 
OPINION 
Background 


Paine Webber is among the largest New York Stock 
Exchange members in terms of total securities 
commission revenues. The firm provides individual 
and institutional clients with a full range of financial 
services, including the purchase and sale of 
securities, options and commodities. It also provides 
corporate and governmental clients with investment 
banking services and acts as a dealer in corporate, 
municipal and United States government and 
agency securities. Paine Webber has a branch office 
system comprised of more than 200 offices located 
throughout the United States, a small number of 
representative foreign offices, and in excess of 
400,000 customer accounts. 


After the close of business on December 31, 1979, 
Blyth Eastman Dillion & Co. Incorporated 
(“BEDCO”), a registered broker-dealer, was merged 
into PWI. This resulted in the addition of 
approximately 100,000 BEDCO customer accounts 
into Paine Webber's operating system. The merger, 
one of the largest in the securities industry, brought 
together two major investment firms with total 
revenues of over $900 million and _ total 
capitalization of in excess of $220 million. 


As a result of complications resulting from 
integrating BEDCO customer and other accounts 
into the Paine Webber operating system, 
compounded by the sustained high level of 
securities trading activity, Paine Webber 
encountered processing and clearing problems 
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beginning in late December 1979. As a 
consequence of these operational problems, Paine 
Webber's bcoks and records became substantially 
unrealiable in major respects. For instance, the firm 
experienced numerous suspense account items,’ a 
high volume of stock record breaks,? and great 
difficulty in processing securities transactions for 
both customer and proprietary accounts. Further, as 
a result of a New York Stock Exchange review of 
Paine Webber's FOCUS Report for the month ending 
May 30, 1980, the Exchange has recently advised 
the firm of a number of potential capital charges, 
directly attributable to the condition of the firm’s 
books and records, which would have been 
substantial and would have also resulted in a 
violation of the Commission’s net capital rule as at 
May 30.* 


In order to deal with the existing operational 
problems, the firm diverted significant resources 
from the normal processing of daily transactions. 
This diversion, however, resulted in the creation of 
additional problems, including the inability to 
process current transactions and a further 
compounding of the post-merger operational 
difficulties. 


Since the inception of its operational problems, 
Paine Webber has changed management at the 
highest levels, including hiring a new executive vice 
president with responsibility over operations. In 
addition, the firm has made a_ substantial 
commitment to upgrade its operational systems and 
has taken steps to enhance its net capital position. 
Finally, to redress its operational problems, the firm 
has incurred substantial additional personnel costs, 
including overtime costs and outside consultant 
fees. 





2A suspense account occurs when the firm cannot 
identify the proper account for which securities 
and/or monies have been received. 


3A stock record break occurs when there are 
discrepancies in the firm’s records concerning 
securities positions, i.e., the long positions do not 
balance with the short positions. 


‘The Exchange has initiated proceedings against 
Paine Webber with respect to which the firm has 


entered into a_ stipulation and consent. The 
Commission, in issuing this Order, has taken into 
consideration the Exchange proceeding. 
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The undertakings set forth in the Offers will enable 
the Commission and its staff to monitor closely the 
firm’s efforts to overcome the balance of its 
operational difficulties and to take such other steps 
as may be appropriate in the event that these 
problems recur or that additional problems emerge. 


Quarterly Securities Count 


A critical element in determining any brokerage 
firm’s financial and operational condition is the 
quarterly count (“box count”) of all its securities 
positions pursuant to Section 17(a) of the Exchange 
Act and Rule 17a-13(b) thereunder. In substance, 
this rule requires broker-dealers to physically 
examine, count and verify all securities positions 
(e.g., equities, corporate bonds and municipal and 
government securities), and to compare the results 
of such count and verification with such firm’s 
records at least once in each calendar quarter. The 
rule then requires the firm to record on its books and 
records any unresolved differences® within seven 
business days after the date of each required box 
count. The seven business days should be measured 
from the date of the commencement of the box 
count. Unresolved short differences must be 
deducted from the firm’s net capital.® 


During the first two calendar quarters of 1980, Paine 
Webber conducted only one complete count of its 
securities positions, thereby violating Rule 17a-13. 
Moreover, although the bulk of the box count (i.e., 
that part which was done only once during the first 
two calendar quarters of 1980) was begun on March 
28, 1980, the short differences resulting from this 
count were not recorded on the firm’s books until 
May 22, 1980 (equity securities) and May 28, 1980 
(corporate bonds), far in excess of the seven 
business days permitted by Rule 17a-13. Had the 
firm recorded the short differences on its records 
seven business days after March 28, 1980, the 
resulting charge to net capital could have been so 
substantial as to have made it likely that the firm 
would have been required to not expand or to reduce 
significantly its broker-dealer business or to cease 
doing business in accordance with the net capital 
requirements of the New York Stock Exchange and 
Section 15(c)(3) of the Exchange Act. 


Books and Records 
Section 17(a) of the Exchange Act and Rule 17a-3(a) 


thereunder require every broker-dealer to make and 
keep current various books and records reflecting, 
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among other things, the securities and money 
positions of customers and the firm itself. This rule 
also requires the firm to make and keep a 
computation of its current net capital. Implicit in this 
rule is a requirement that the firm’s books and 
records be accurate at all times. As noted above, 
particularly during the first six months of 1980, 
Paine Webber’s books and records were 
substantially unreliable in major respects and thus 
did not properly reflect the firm’s securities activities 
and financial condition. Accordingly, during this 
period Paine Webber did not make and keep current 
its books and records, as required by Section 17(a) 
of the Exchange Act and Rule 17a-3(a). 


Other Violations 


During the relevant period, Paine Webber's 
operational problems resulted in violations of 
various other provisions of the Exchange Act. For 
example, Paine Webber violated Section 15(c)(3) of 
the Exchange Act and Rule 15c3-3(e) thereunder, 
which provisions require all broker-dealers to 


segregate funds sufficient for the protection of 
customers; the amount required to be depositedina 
Special Reserve Bank Account for the Exclusive 
Benefit of Customers is to be computed in 


accordance with a formula set forth in the rule. In 
February 1980, Paine Webber inaccurately 
computed the amount to be deposited in the 
aforementioned bank account. 


Similarly, during the relevant period, Paine Webber 
did not make and keep current an accurate record of 
the computation of its net capital as of the trial 
balance date, in violation of Section 17(a) of the 





5A securities count difference results when the box 
count reflects positions different, either long or 
short, than those reflected in the firm’s books. A 
short difference occurs when the firm cannot 
account for securities which, according to its 
records, should be in its possession or under its 
control. 


‘With few exceptions, the net capital provisions of 
the Exchange Act (Sections 15(c)(3) and Rule 15c3- 
1 thereunder) prohibit brokerage firms from doing 
business unless they have a sufficient amount of net 
capital computed in accordance with the net capital 
rule. 
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Exchange Act and Rule 17a-3(a)(11) thereunder. 
Finally, the firm did not provide the Commission with 
the requisite telegraphic notice of its failure to make 
and keep current and accurate: (1) its ledgers (or 
other records) reflecting all long and short stock 
record differences; and (2) its net capital 
computation, in violation of Section 17(a) of the 
Exchange Act and Rule 17a-11(c) thereunder. 


PWI 


Pursuant to Section 13(a) of the Exchange Act and 
Rule 13a-13 thereunder, PWI is required to file 
quarterly reports with the Commission on Form 10-Q 
for the first three fiscal quarters of each fiscal year. 
In addition to information expressly required to be 
included in a report filed pursuant to Section 13 of 
the Exchange Act, Rule 12b-20 requires the 
inclusion of such further material information as 
may be necessary to make the required statements, 
in the light of the circumstances under which they 
are made, not misleading. 


On May 16, 1980, PWI filed with the Commission its 
quarterly report on Form 10-Q for the three month 
period ended March 31, 1980.’ In connection with 
the discussion concerning reserves established for 
potential charges to the capital of Paine Webber, 
PWI’s principal subsidiary, the Form 10-Q (at page 
10, Note 7, “Reserves”) disclosed that: 


...a security count was commenced under the 
control of our independent public accountants. 
The reconciliation of the March 28, 1980 
security count, while substantially complete, 
has not yet been finalized. 


This statement was not complete in that it omitted to 
disclose that had Paine Webber recorded on its 
books and records the unresolved differences 
arising out of its March 28, 1980 quarterly security 
count in a timely manner as required by Rule 17a- 
13(b)(5), the resulting charge to the firm’s net 
capital could have been so substantial as to have 
made it likely that the firm would have been required 
to not expand or to reduce significantly its broker- 
dealer business or to cease doing business, in 
accordance with the net capital requirements of 
Section 15(c)(3) of the Exchange Act and the rules of 
the New York Stock Exchange. 


IV. 


On the basis of this Order and the Offers, the 
Commission finds that: 
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A. Paine Webber wilfully violated Sections 15(c) and 
17(a) of the Exchange Act and Rules 15c3-3, 17a-3, 
17a-11 and 17a-13 thereunder; and 


B. PWI filed with the Commission a quarterly report 
on Form 10-Q for the three month period ended 
March 31, 1980 which failed to comply with Section 
13(a) of the Exchange Act and Rules 13a-13 and 
12b-20 thereunder. 


V. 


On the basis of this Order and the Offers, it is hereby 
ORDERED that: 


A. Paine Webber is censured; 


B. Paine Webber shall conduct all securities counts 
in accordance with Rule 17a-13 of the Exchange Act. 
In connection with the securities counts to be 
conducted by Paine Webber for all calendar quarters 
through December 31, 1981, Paine Webber shail file 
with the Commission’s staff (“staff”): 


(1) At least fifteen calendar days before the first day 
of each calendar quarter, a schedule setting forth 
the dates of the commencement of its securities 
count for that quarter and the date on which all 
unresolved differences arising out of the securities 
count shall be recorded on Paine Webber’s books 
kand records, which recording date shall not be later 
than seven business days after the commencement 
of the securities count;*® and 





’During the period between January 28, 1980 and 
May 15, 1980, PWI, through certain press interviews 
and releases, disclosed the existence of operational 
problems at Paine Webber. These press items relate 
to, but are not the subject of, this proceeding. The 
Commission believes that several of the afore- 
mentioned press items may have been potentially 
misleading in that they could have more fully 
portrayed the extent and ramifications of Paine 
Webber's operational problems. 


8With respect to those positions for which a 
verification (“confirmation”) is required to be sentin 
accordance with Rule 17a-13(b)(3), the recording 
date for differences disclosed in the confirmation 
process shall be the earlier of seven business days 
after the confirmation is returned or twenty-two 
business days after the commencement of the 
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(2)(a) Within ten business days after the 
commencement of the securities count, a report 
reflecting the specific internal audit procedures 
utilized to conduct the securities count and the 
results of the count to date, including the market 
value of long and short differences; and within 
twenty-five business days after the commencement 
of the securities count, a follow-up report reflecting 
the completed results of the count, including the 
total market value of all long and short differences 
(all such reports will include an acknowledgement 
that the short differences have been comprehended 
as charges to Paine Webber's net capital 
computations); or 


(b) If a cyclical count is conducted, then within ten 
business days after the commencement of each 
segment of each cyclical securities count 
(“segment”), a report reflecting the specific internal 
audit procedures utilized to conduct that segment 
and the results of that segment to date, including the 
market value of long and short differences; and 
within twenty-five business days after the 
commencement of each segment, a follow-up report 
reflecting the completed results of that segment, 
including the total market value of all long and short 
differences (all such reports will include an 
acknowledgement that the short differences have 
been comprehended as charges to Paine Webber’s 
net capital computations). 


C. Prior to December 31, 1981, Paine Webber shall 
neither acquire the business of, nor otherwise 
combine or merge with, any other broker-dealer and 
it shall not make any significant expansion of its 
securities broker-dealer activities except in 
accordance with arrangements approved by the 
staff. Paine Webber shall not otherwise increase its 
business to a level whereby its ability to execute and 
process its securities transactions will be materially 
adversely affected; 


D. Paine Webber's books and records shall be made 
and kept current in compliance with the 
requirements of Section 17 of the Exchange Act and 
the rules and regulations thereunder; 


E. Paine Webber shall, through March 31, 1981, 
furnish the staff with those weekly statistical reports 
summarizing its operational performance which itis 
presently furnishing the staff; from April 1, 1981 
through December 31, 1981, Paine Webber shall 
furnish the staff with monthly statistical reports 
summarizing such performance or, if requested by 
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the staff, the weekly reports shall continue; 


F. With respect to any material adverse change 
through December 31, 1981 in Paine Webber’s 
financial or operational condition discovered by, or 
otherwise coming to the attention of, Paine Webber, 
PWI or its independent auditors, whether or not 
reflected in any report required to be filed herein, 
Paine Webber shall (1) immediately notify the staff 
of the change and what steps it will take to rectify the 
change and (2) thereafter report to the staff on a 
continuing basis with respect to the status of its 
corrective actions; and 


G. Paine Webber shall through December 31, 1981: 


(1) Engage its independent auditors to review, ona 
quarterly basis, Paine Webber’s FOCUS Reports and 
file with the staff a report in accordance with 
procedures set forth in the letter previously 
submitted by Arthur Young & Co., Paine Webber’s 
present independent auditors; and 


(2) In addition to other reports and procedures 
referred to herein, review its operational 
performance, compliance with specified regulatory 
provisions and customer complaints, and submit 
reports to the staff in accordance with procedures 
set fortn in a letter previously submitted by Paine 
Webber. 


Vi. 


On the basis of this Order and the Offers, it is hereby 
ORDERED that PWI shall: 


A. File promptly an Amendment to Report on Form 8 
which shall contain a copy of the Order as an exhibit 
and shall amend PWI’s Quarterly Reports on Form 
10-Q for the quarters ended March 31, 1980 and 
June 30, 1980, with reference to Paine Webber's 
March 28, 1980 securities count and the New York 
Stock Exchange’s review of Paine Webber’s FOCUS 
report for the month ending May 30, 1980. 





Footnote 8 continued 


securities count, in the event that the confirmation is 
not returned within fifteen business days after the 
commencement of the count. 
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B. Comply promptly and fully in all material respects 
with the Exchange Act, including the reporting and 
dissemination of information requirements thereof, 
by making filings with the Commission and public 
announcements concerning the existence and 
consequences of any material operational problems 
of Paine Webber, including material noncompliance 
with the sections and rules of the Exchange Act as 
are alleged to have been violated in this Order. 


C. Send to the audit committee of the PW! board of 
directors, which consists entirely of independent 
directors, all reports required to be filed with the staff 
by Paine Webber and its independent auditors 
pursuant to the Order, not later than the same day as 
the reports are filed with the staff; and direct such 
committee to file with the staff and with PWI’s board 
of directors, on a quarterly basis through December 
31, 1981, a written report concerning whether, in its 
reasonable judgment, Paine Webber is in 
compliance in all material respects with the terms, 
conditions and undertakings agreed to by Paine 
Webber in the Offer, including compliance with the 
sections and rules of the Exchange Act as are alleged 
to have been violated in the Order. 


Vil. 


On the basis of this Order and the Offers, it is further 
ORDERED that: 


If the staff shall allege that there has been a material 
breach of any of the terms, conditions and 
undertakings set forth in this Order or the Offers, 
including material violations of the sections and 
rules of the Exchange Act as are alleged to have been 
violated in the Order, a hearing may be convened in 
accordance with the Commission’s Rules of 
Practice, in order to determine whether such a 
breach has occurred and, if so, what, if any, remedial 
action is appropriate in the public interest against 
Paine Webber and/or PWI, as the case may be. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING 
COMPANY ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21839/December 12, 1980 


In the Matter of 


CENTRAL AND SOUTH WEST CORPORATION 
2700 One Main Place 
Dallas, Texas 75250 


(70-6529) 


NOTICE OF PROPOSED ISSUANCE AND SALE OF 
COMMON STOCK PURSUANT TO DIVIDEND 
REINVESTMENT AND STOCK PURCHASE PLAN 


NOTICE IS HEREBY GIVEN that Central and South 
West Corporation (“CSW”), a registered holding 
company, has filed a declaration with this 
Commission pursuant to Sections 6(a) and 7 of the 
Public Utility Holding Company Act of 1935 (“Act”) 
and Rule 50(a)(5) promulgated thereunder 
regarding the following proposed transaction. All 
interested persons are referred to the declaration, 
which is summarized below, for a complete 
description of the proposed transaction. 


By orders dated January 12, 1977, April 24, 1978, 
April 20, 1979, and January 16, 1980, in File No. 70- 
5948 (HCAR Nos. 19850, 20514, 21012, and 
21396), CSW was authorized to issue and sell 
through December 31, 1981, not to exceed 
1,000,000 shares of its authorized and unissued 
common stock, par value $3.50 per share, pursuant 
to CSW’s Automatic Dividend Reinvestment and 
Stock Purchase Plan (“Plan”). As of September 30, 
1980, CSW has issued and sold 661,920 shares of its 
common stock pursuant to the Plan. 


CSW now proposes to increase the number of shares 
of common stock authorized to be issued under the 
Plan by 3,000,000 shares (‘New Shares”) to bring 
the total number of shares authorized to be issued 
under the Plan to 4,000,000 shares and to extend the 
time period authorized for such issuance through 
December 31, 1985. No other changes in the Plan 
are contemplated at this time. 


It is stated that since the effective date of the Plan, 
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participation by shareowners has increased each 
year. Based on CSW’s current estimate, the Plan will 
generate approximately $44,000,000 for the period 
October 1, 1980, to December 31, 1985. Assuming 
that the purchase price of CSW common stock were 
$13.50 per share, approximately 3,259,259 
additional shares would be issued under the Plan. 
The additional 3,259,259 shares added to the 
661,920 shares already issued under the Plan would 
result in a total requirement of 3,921,179 shares. 
CSW believes that the new total of 4,000,000 shares 
is necessary to afford adequate leeway for the 
purchase of additional shares by the Plan while 
providing for the possibility that the purchase price 
per share may be less than the assumption thereby 
requiring substantially more additional shares. 


Proceeds derived by CSW from the sale of the New 
Shares will be applied through loans or equity 
contributions towards the continuing construction 
programs of CSW’s subsidiary companies. Such 
loans or equity contributions will be the subject of 
additional filings with the Commission. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at 
$2,400. It is stated that no state commission and no 
federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 12, 1981, 
request in writing that a hearing be held on such 
matter, stating the nature of his interest, the reasons 
for such request, and the issues of fact or law raised 
by said application which he desires to controvert; or 
he may request that he be notified if the Commission 
should order a hearing thereon. Any such request 
should be addressed: Secretary, Securities and 
Exchange Commission, Washington, D.C. 20549. A 
copy of such request should be served personally or 
by mail upon the applicant at the above-stated 
address, and proof of service (by affidavit or, in case 
of an attorney at law, by certificate) should be filed 
with the request. At any time after said date, the 
application, as filed or as it may be amended, may be 
granted as provided in Rule 23 of the General Rules 
and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules 
as provided in Rules 20(a) and 100 thereunder or 
take such other action as it may deem appropriate. 
Persons who request a hearing or advice as to 
whether a hearing is ordered will receive any notices 
or orders issued in this matter, including the date of 
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the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21840/December 12, 1980 


In the Matter of 


INDIANA & MICHIGAN ELECTRIC COMPANY 
Fort Wayne, Indiana 


(70-6362) 


ORDER AUTHORIZING PROPOSED CHANGES IN 
SHORT-TERM BORROWING AUTHORIZATION 


Indiana & Michigan Electric Company (“l&M”), an 
electric utility subsidiary company of American 
Electric Power Company, Inc., a registered holding 
company, has filed with this Commission a post- 
effective amendment to its application previously 
filed and amended inthis matter pursuant to Section 
6(b) of the Public Utility Holding Company Act of 
1935 (“Act”) and Rules 50(a)(2) and 50(a)(5) 
promulgated thereunder concerning the following 
proposed transaction. 


By prior orders in this proceeding (HCAR Nos. 
21366, 2144, 21537, and 21595 dated December 
28, 1979, February 21, 1980, April 24, 1980 and May 
29, 1980, respectively), 1&M has been authorized to 
issue and sell notes to banks and commercial paper 
to a dealer in an aggregate amount not to exceed 
$200,000,000 pursuant to lines of credit totalling 
$404,655,000 with 47 banks. 


By post-effective amendment |&M proposes to issue 
and sell, from timne to time priorto January 1, 1982, 
short-term notes to banks and commercial paper to 
a dealer in commercial paper maturing nolaterthan 
June 30, 1982. |&M also proposes to increase its 
credit arrangements with 47 banks to total 
$429 ,375,000. This represents an increase of $25 
million in lines of credit shared with affiliates, 
including Columbus and Southern Ohio Electric 
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Company (“CSOE”). Fees and balances for shared 
lines of credit are borne by |&M and participating 
affiliates in proportion to their respective projected 
maximum need for such credit facilities. Although 
the shared lines of credit have been increased, the 
participation by CSOE will have the effect of reducing 
the fees and balances to be borne by I&M. The 
previously ordered limit of $200,000,000 on 
outstanding notes will remain the same. The 
presently estimated cost of I&M’s consolidated 
construction program for 1981 is approximately 
$320 million. 


The fees and expenses to be incurred in connection 
with the proposed transaction will not exceed $500. 
No state commission and no federal commission, 
other than this Commission, has jurisdiction over the 
proposed transaction. 


Due notice of the filing of said post-effective 
amendment to the application has been given in the 
manner prescribed in Rule 23 promulgated under 
the Act (HCAR No. 21789), and no hearing has been 
requested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse 
findings are necessary; and that it is appropriate in 
the public interest and in the interest of investors 
and consumers that said application, as amended, 
be granted: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
application, as amended by said post-effective 
amendment, be, and it hereby is, granted forthwith, 
subject to the terms and conditions prescribed in 
Rule 24 promulgated under the Act, except that 
certificates thereunder shall be filed quarterly. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21841/December 15, 1980 


In the Matter of 


MIDDLE SOUTH UTILITIES, INC. 
New Orleans, Louisiana 


ARKANSAS-MISSOURI POWER COMPANY 
Blytheville, Arkansas 


(70-5936) 


SUPPLEMENTAL ORDER AUTHORIZING ISSUANCE 
AND SALE OF SHORT-TERM NOTES BY 
SUBSIDIARY COMPANY AND ACQUISITION 
THEREOF BY HOLDING COMPANY 


Arkansas-Missouri Power Company (“Ark-Mo”), a 
subsidiary company of Middle South Utilities, Inc. 
(“Middle South”), a registered holding company, 
and Middle South have filed with this Commission a 
post-effective amendment to the application- 
declaration in this proceeding pursuant to Sections 
6(b), 9(a), and 10 of the Public Utility Holding 
Company Act of 1935 (“Act”) regarding the following 
proposed transactions. 


By orders in this proceeding dated December 28, 
1976, December 29, 1977, December 20, 1978, and 
December 28, 1979 (HCAR Nos. 19826, 20349, 
20841, and 21370), Ark-Mo was authorized to issue 
and sell to Middle South from time to time through 
December 31, 1980, and Middle South was 
authorized to acquire, up to $2,100,000 of Ark-Mo’s 
unsecured short-term promissory notes of a 
maturity of not more than twelve months. Presently, 
$2,100,000 of such notes are outstanding, with a 
maturity of December 31, 1980. 


Ark-Mo now proposes to extend such $2,100,000 of 
short-term borrowings for one year. The proposed 
notes will be in the form of unsecured promissory 
notes payable not more than twelve months from the 
date of issuance (and in any event to mature not later 
than December 31, 1981) and bearing interest at a 
rate per annum equivaient to the sum of 3/4 of 1% 
and 105% of the commercial loan rate of 
Manufacturers Hanover Trust Company from time to 
time in effect on borrowings having a 90-day 
maturity by its most responsible and substantial 
domestic corporate borrowers. The notes will, at the 
option of Ark-Mo, be prepayable in whole or in part at 
any time without premium or penalty. 
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The net proceeds to be received by Ark-Mo from the 
issuance and sale of the proposed notes will be 
applied to the payment at maturity of Ark-Mo’s 
presently outstanding borrowings from Middle 
South. 


It is stated that later, in anticipation of the proposed 
consolidation of the electric properties of Arkansas 
Power & Light Company and Ark-Mo (File No. 70- 
6326), Ark-Mo intends to issue and sell to Middle 
South additional shares of its authorized but 
unissued common stock, $2.50 par value, in 
exchange for the surrender by Middle South to Ark- 
Mo for cancellation of the $2,100,000 principal 
amount of unsecured promissory notes presently 
proposed to be issued and sold by Ark-Mo and 
acquired by Middle South. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over the 
proposed transactions. 


Due notice of the filing of said post-effective 
amendment to the application-declaration has been 
given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21791), and 
no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said 
application-declaration, as amended by said post- 
effective amendment, be granted and permitted to 
become effective: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
application-declaration, as amended by said post- 
effective amendment, be, and it hereby is, granted 
and permitted to become effective forthwith, subject 
to the terms and conditions prescribed in Rule 24 
promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21842/December 15, 1980 


In the Matter of 


MIDDLE SOUTH UTILITIES, INC. 
225 Baronne Street 
New Orleans, Louisiana 70112 


ARKANSAS POWER & LIGHT COMPANY 
Post Office Box 551 
Little Rock, Arkansas 72203 


(70-6416) 


NOTICE OF PROPOSAL TO EXTEND TIME PERIOD 
DURING WHICH SUBSIDIARY MAY SELL COMMON 
STOCK TO ITS PARENT 


NOTICE IS HEREBY GIVEN that Middle South 
Utilities, Inc. (“Middle South”), a registered holding 
company, and Arkansas Power & Light Company 
(“Arkansas”), an electric utility subsidiary of Middle 
South, have filed a post-effective amendment to an 
application-declaration previously filed with this 
Commission pursuant to the Public Utility Holding 
Company Act of 1935 (“Act”), designating Sections 
6(b), 9(a), 10 and 12(f) of the Act and Rule 43 
promulgated thereunder as applicable to the 
proposed transaction. All interested persons are 
referred to the amended application-declaration, 
which is summarized below, for a complete 
statement of the proposed transaction. 


By an order dated March 25, 1980 in this matter 
(HCAR No. 21493) Arkansas was authorized to issue 
and sell to Middle South, from time to time during 
the 1980 calendar year, up to 5,600,000 shares of 
Arkansas’ common stock, par value $12.50 per 
share. At December 1, 1980 Arkansas had issued 
and sold to Middle South 2,400,000 shares of 
common stock pursuant to such authorization for an 
aggregate price of $30,000,000. Arkansas had not 
sold the remaining 3,200,000 shares which it was 
previously authorized to sell in 1980 and does not 
intend to make such sales during 1980. 


Arkansas and Middle South state that itis preferable 
that the sale of the remaining 3,200,000 shares of 
common stock be timed to coincide with Arkansas’ 
cash needs from time to time during the 1981 
calendar year. Such needs are determined primarily 
by the nature and pace of Arkansas’ construction 
program. Accordingly, it is proposed that the time 
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during which Arkansas may sell the remaining 
3,200,000 common shares to Middle South be 
extended through the 1981 calendar year, such 
sales to occur in such installments and at such times 
as will be determined by Arkansas and Middle South. 


The fees, commissions and expenses to be incurred 
in connection with the proposed transaction are 
estimated not to exceed $2,000. It is stated that the 
Arkansas Public Service Commission and the 
Tennessee Public Service Commission have 
jurisdiction over the proposed transaction. It is 
stated that no other state or federal regulatory 
authority, other than this Commission, has 
jurisdiction over the proposed transaction. 


NOTICE 1S FURTHER GIVEN that any interested 
person may, not later than January 8, 1981, request 
in writing that a hearing be held on such matter, 
stating the nature of his interest, the reasons for 
such request, and the issues of fact or law raised by 
the filing which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request should be served personally or by mail 
upon the applicants-declarants at the above-stated 
addresses, and proof of service (by affidavit or, in 
case of an attorney at law, by certificate) should be 
filed with the request. At any time after said date, the 
application-declaration, as amended or as it may be 
further amended, may be granted and permitted to 
become effective as provided in Rule 23 of the 
General Rules and Regulations promulgated under 
the Act, or the Commission may grant exemption 
from such rules as provided in Rules 20(a) and 100 
thereof or take such other action as it may deem 
appropriate. Persons who request a hearing or 
advice as to whether a hearing is ordered will receive 
any notices or orders issued inthis matter, including 
the date of the hearing (if ordered) and any 
postponements thereof 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21843/December 15, 1980 


In the Matter of 


KENTUCKY POWER COMPANY 
Ashland, Kentucky 


(70-6511) 


ORDER AUTHORIZING ISSUANCE AND SALE OF 
SHORT-TERM NOTES TO BANKS 


Kentucky Power Company (“Kentucky”), an electric 
utility subsidiary company of American Electric 
Power Company, Inc. (“AEP”), a registered holding 
company, has filed an application and amendments 
thereto with this Commission pursuant to Section 
6(b) of the Public Utility Holding Company Act of 
1935 (“Act”) regarding the following proposed 
transactions. 


Kentucky proposes to issue and sell short-term 
notes to a group of banks in an aggregate amount not 
to exceed $50,000,000 outstanding at any one time. 
As of September 18, 1980, Kentucky had 
$13,250,000 aggregate principal amount of short- 
term debt outstanding. It is proposed that the notes 
to banks be issued from time to time and be renewed 
from time to time prior to January 1, 1982, as funds 
may be required, provided that none of such notes 
shall mature later than June 30, 1982. 


Kentucky has established lines of credit with 20 
banks under which it may borrow an aggregate 
amount not to exceed $371,900,000 outstanding at 
any one time. The fees and balances for these lines 
of credit are borne by Kentucky and participating 
affiliates of Kentucky in proportion to their 
respective projected maximum need for such credit 
facilities. The addition of Columbus and Southern 
Ohio Electric Company, an affiliate of Kentucky, to 
this participation has the effect of reducing the 
relative amount of such fees and balances to be 
borne by Kentucky. 


Each note will be prepayable by Kentucky at any time 
without premium or penalty. It is stated that the 
effective cost of money to Kentucky under any of its 
arrangements with the various banks, assuming full 
use of the line of credit, would not exceed 125% of 
the prime commercial rate in effect frorn time to 
time, or not more than 25% on the basis of a prime 
commercial rate of 20%. 
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The proceeds of the short-term notes will be added 
to the general funds of Kentucky and used to pay the 
general obligations of Kentucky, including expenses 
incurred in its various construction projects and for 
other corporate purposes. The estimated cost of its 
construction program for the year 1981 is 
approximately $47,000,000. 


Kentucky requests that the certificates of 
notification under Rule 24 with respect to the 
issuance by Kentucky of the notes to banks be filed 
quarterly. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over the 
proposed transactions. 


Due notice of the filing of said application has been 
given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 21787), and 
no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that said 
application, as amended, be granted: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
application, as amended, be, and it hereby is, 
granted, effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated under 
the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 21844/December 15, 1980 


In the Matter of 


APPALACHIAN POWER COMPANY 
Roanoke, Virginia 


(70-6363) 
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SUPPLEMENTAL ORDER AUTHORIZING ISSUANCE 
AND SALE OF SHORT-TERM NOTES TO BANKS AND 
COMMERCIAL PAPER 


Appalachian Power Company (“Appalachian”), an 
electric utility subsidiary company of American 
Electric Power Company, Inc. (“AEP”), a registered 
holding company, has filed with this Commission a 
post-effective amendment to its application in this 
proceeding pursuant to Section 6(b) of the Public 
Utility Holding Company Act of 1935 (“Act”) and 
Rule 50(a)(5) promulgated thereunder regarding 
the proposed transactions. 


By orders in this proceeding dated December 21, 
1979, February 21, 1980, and May 30, 1980 (HCAR 
Nos. 21353, 21445, and 21599), Appalachian was 
authorized to issue and sell, from time to time prior 
to January 1, 1981, short-term notes to a group of 
banks and commercial paper to a dealer in an 
amount of up to $200,000,000 outstanding at any 
one time, such notes and commercial paper 
maturing no later than June 30, 1981. 


It is now proposed that such notes to banks and 
commercial paper be issued and sold from time to 
time prior to January 1, 1982, with a maturity no later 
than June 30, 1982. Applachian has credit 
arrangements totaling $463,770,000 with 94 banks. 
This represents an increase of $25,000,000 in lines 
of credit shared with affiliates, including Columbus 
and Southern Ohio Electric Company. Fees and 
balances for shared lines of credit are borne by 
Appalachian and participating affiliates in 
proportion to their respective projected maximum 
need for such credit facilities. Although the shared 
lines of credit have been increased, the participation 
by Columbus and Southern Ohio Electric Company 
will have the effect of reducing the fees and balances 
to be borne by Appalachian. 


The proceeds of the notes to banks and commercial 
paper will be used to pay the general obligations of 
Appalachian, including expenses incurred in its 
various construction projects. The estimated cost of 
its construction program for 1981 is approximately 
$215,000,000. 


The State Corporation Commission of Virginia has 
authorized the proposed transactions. No other state 
commission and no federal commission, other than 
this Commission, has jurisdiction over the proposed 
transactions. 
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Due notice of the filing of said post-effective 
amendment to the application has been given in the 
manner prescribed in Rule 23 promulated under the 
Act (HCAR No. 21785), and no hearing has been 
requested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and rules 
thereunder are satisfied and that no adverse 
findings are necessary; and that it is appropriate in 
the public interest of investors and consumers that 
said application, as amended by said post-effective 
amendment, be granted: 


IT IS ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that said 
application, as amended by said post-effective 
amendment, be, and it hereby is, granted, effective 
forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








TRUST INDENTURE ACT OF 1939 





TRUST INDENTURE ACT OF 1939 
Release No. 601/December 12, 1980 


MORAN ENERGY INC. 
File No. 22-9567 


A notice has been issued giving interested persons 
until January 5, 1981, to request a hearing on an 
application of Moran Energy Inc., pursuant to 
Section 310(b)(1)(ii) of the Trust indenture Act of 
1939, declaring that the trusteeship of First City 
National Bank of Houston under an indenture 
qualified under the Trust Indenture Act and another 
indenture not so qualified, are not so likely to involve 
a material conflict of interest as to make it necessary 
in the public interest or for the protection of investors 
to disqualify First National City Bank of Houston 
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acting as trustee under both indentures. (Rel. TI— ) 








INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11490/December 15, 1980 


SEE 


SECURITIES ACT OF 1933 
Release No. 6272/December 15, 1980 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11491/December 12, 1980 


In the Matter of 


T. ROWE PRICE GROWTH STOCK FUND, INC. 
ROWE PRICE NEW HORIZONS FUND, INC. 
ROWE PRICE NEW ERA FUND, INC. 

ROWE PRICE NEW INCOME FUND, INC. 
ROWE PRICE PRIME RESERVE FUND, INC. 
ROWE PRICE TAX-FREE INCOME FUND, INC. 
ROWE PRICE INTERNATIONAL FUND, INC. 
100 East Pratt Street 

Baltimore, Maryland 21202 


(812-4716) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
FOR EXEMPTION FROM SECTION 10(b)(2) OF THE 
ACT 


NOTICE IS HEREBY GIVEN that T. Rowe Price Growth 
Stock Fund, Inc. (“Growth Stock Fund”), Rowe Price 
New Horizons Fund, Inc. (“New Horizons Fund”), 
Rowe Price New Era Fund, Inc. (“New Era Fund”), 
Rowe Price New Income Fund, Inc. (“New Income 
Fund”), Rowe Price Prime Reserve Fund, Inc. 
(“Prime Reserve Fund”), Rowe Price Tax-Free 
Income Fund, Inc. (“Tax-Free Fund”), and Rowe 
Price International Fund, Inc. (“International Fund”) 
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(collectively referred to as the “Applicants”), all 
open-end, diversified management investment 
companies registered under the Investment 
Company Act of 1940 (“Act”), filed an application on 
August 22, 1980, and an amendment thereto on 
November 12, 1980, pursuant to Section 6(c) of the 
Act for an order of the Commission exempting the 
Applicants and any other investment company or 
companies of which T. Rowe Price Associates, Inc. 
(“Price Associates”), or Rowe Price-Fleming 
International, Inc. (“Price-Fleming’), is the 
investment adviser from Section 10(b)(2) of the Act. 
All interested persons are referred to the application 
on file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


The application states that each of the Applicants is 
incorporated under Maryland law and currently sells 
its shares directly to the public, without the 
utilization of intermediary brokers and dealers. Each 
of the Applicants is a no-load fund which meets the 
requirements of Section 10(d) of the Act which 
permits investment companies meeting such 
requirements to have only one director who is notan 
interested person of their adviser. Price Associates 
serves as investment adviser to all the Applicants 
except International Fund, which is advised by Price- 
Fleming, a corporation jointly owned by Price 
Associates and Robert Fleming. 


According to the application, each of the Applicants 
proposes to enter into an underwriting agreement 
with Rowe Price Marketing, Inc. (“Marketing”), a 
wholly-owned subsidiary of Price Associates, which, 
as agent, will offer Applicants’ shares to investors in 
those states in which the shares are qualified for sale 
and in which Marketing is qualified as a broker- 
dealer. Applicants represent that Marketing’s 
registration as a broker-dealer has been declared 
effective by the Commission and that Marketing has 
filed an application for membership with the 
National Association of Security Dealers, Inc. 
(“NASD”), which is pending approval. The 
application indicates that the proposed underwriting 
agreement will provide that Marketing accept orders 
for shares of the Applicants at net asset value 
without sales commission or sales load. Marketing 
will have no responsibility with respect to 
redemptions. 


Section 10(b)(2) of the Act provides that no 


registered investment company shall use as a 
principal underwriter of securities issued by it, any 
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director, officer or employee of such registered 
company or any person of which any such director, 
officer, or employee is an interested person, unless a 
majority of the board of directors of such registered 
company shall be persons who are not such 
principal underwriters or interested persons of any 
such principal underwriters. 


According to the application, it has been the policy of 
each of the Applicants’ board of directors to 
endeavor to have at least 40% of its members be 
disinterested persons of their respective investment 
advisers. The application states that the boards of 
directors of New Era Fund, New Income Fund, Prime 
Reserve Fund, and the International Fund have a 
majority of disinterested persons of Marketing, the 
proposed principal underwriter; that 50% of the 
directors of New Horizons are not interested persons 
of Marketing; and that at least 40% of the directors of 
Growth Stock Fund and Tax-Free Fund are not 
interested persons. The application states that, ifthe 
Applicants enter into underwriting agreements with 
Marketing, it is almost inevitable that all of their 
directors who are interested persons of Price 
Associates would also be interested persons of 
Marketing. Thus, Applicants seek an order pursuant 
to Section 6(c) of the Act exempting them and any 
other investment company advised by Price 
Associates or Price-Fleming from Section 10(b)(2) 
of the Act to permit up to 60% of their respective 
boards of directors to be interested persons of 
Marketing. 


Section 6(c) of the Act provides, in part, that the 
Commission, by order upon application, may 
conditionally or unconditionally exempt any person, 
security or transaction, from any provision or 
provisions of the Act or of any rule or regulation 
thereunder, if and to the extent that such exemption 
is necessary or appropriate in the public interest and 
consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions 
of the Act. 


Applicants state that the proposed change in the 
method of distribution will eliminate duplicative and 
burdensome state registrations of each of the 
Applicants as broker-dealers, broker-issuers or 
dealers. In addition, the application states that 
distribution of securities through an underwriter 
would significantly reduce the number of individual 
agent registrations in the various states. Applicants 
further represent that the proposed distribution 
method will subject Marketing and the Price 
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organization for the first time to broker-dealer 
regulation under the Securities Exchange Act of 
1934 and the rules of the NASD. 


According to the application, it is anticipated that 
sales and promotional expenses will continue to be 
borne by the Applicants’ advisers under the 
proposed distribution method. In addition, 
Applicants intend to comply with the provisions of 
Section 10(d) which prohibits them from incurring 
sales and promotional expenses. Applicants also 
submit that the reasons for permitting an investment 
company which meets the requirements of Section 
10(d) to have only one director completely 
independent of the investment adviser are equally 
persuasive for permitting it to have only one director 
who is not an interested person of a principal 
underwriter which is wholly owned by the investment 
adviser. 


As a condition to any order granting the relief 
requested Applicants have undertaken that they (1) 
will maintain the composition of their respective 
board of directors so that at least 40% of its members 
are persons who are not interested persons of its 
adviser or principal underwriter, barring temporary 
periods where the percentage is less due to death, 
resignation, or removal of one or more directors; (2) 
obtain from Price Associates an undertaking that 
Marketing will remain a wholly-owned subsidiary of 
Price Associates continuously during the period the 
Applicants operate under the order; and (3) obtain 
from their advisers separate representations that 
they do not believe the institution of the proposed 
new distribution method will give rise to the need for 
an increase in the respective rates of advisory fees 
currently being paid by the Applicants for which they 
act as investment adviser. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 7, 1981, at 5:30 
p.m., submit to the Commission in writing a request 
for a hearing on the application accompanied by a 
statement as to the nature of his interest, the reason 
for such request, and the issues, if any, of fact or law 
proposed to be controverted, or he may request that 
he be notified if the Commission shall order a 
hearing thereon. Any such communication should 
be addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request shall be served personally or by mail 
upon Applicant at the address stated above. Proof of 
such service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed con- 
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temporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application 
will be issued as of course following said date unless 
the Commission thereafter orders a hearing upon 
request or upon the Commission’s own motion. 
Persons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any notices 
and orders issued in this matter, including the date 
of the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11492/December 12, 1980 


In the Matter of 


LEHMAN MULTI-CURRENCY ASSETS FUND, INC. 
55 Water Street 
New York, New York 10041 


(811-2855) 


NOTICE OF FILING OF AN APPLICATION 
PURSUANT TO SECTION 8(f) OF THE ACT FOR AN 
ORDER DECLARING THAT APPLICANT HAS 
CEASED TO BE AN INVESTMENT COMPANY 


NOTICE IS HEREBY GIVEN that Lehman Multi- 
Currency Assets Fund, Inc. (“Applicant”), an open- 
end, non-diversified, management investment 
company registered under the Investment Company 
Act of 1940 (“Act”), filed an application on October 
23, 1980, for an order of the Commission, pursuant 
to Section 8(f) of the Act, declaring that Applicant 
has ceased to be an investment company. All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


Applicant was organized as a Maryland corporation. 
On July 31, 1978, Applicant registered under the Act 
and filed a registration statement pursuant to the 
Securities Act of 1933 with respect to an indefinite 
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amount of shares of its common stock, par value 
$1.00 per share. Such registration was declared 
effective on December 6, 1978, and Applicant 
commenced the initial public offering of its shares in 
July of 1979. 


On March 31, 1980, Applicant's board of directors, 
by unanimous vote, adopted resolutions authorizing 
the liquidation and dissolution of Applicant. The 
stockholders of Applicant approved such resolution 
on May 20, 1980. Pursuant to the proposal for 
liquidation approved by Applicant's stockholders 
and upon expiration of the 60-day stockholder notice 
period prescribed by the Maryland General 
Corporation Law, Applicant distributed to all its 
stockholders a liquidating distribution equal to such 
stockholders’ proportionate interests in Applicant's 
net assets. On June 11, 1980, Applicant filed articles 
of dissolution with the State of Maryland and, 
accordingly, Applicant has been dissolved under 
Maryland Law. 


According to the application, Applicant has retained 
$375.00 of its assets in order to satisfy New York 
State and City Franchise Taxes for the fiscal year 
ended September 30, 1980, which are required to be 
paid on or before December 15, 1980. Applicant 
represents that it has no other assets and liabilities 
other than those described above, that it is not a 
party to any litigation or administration proceeding, 
and that it has no security holders. Applicant further 
represents that the expenses of liquidation 
amounted to about $5,859.00, approximately 
$515.00 of which was borne by Applicant's 
investment adviser, Lehman Management Co., Inc., 
with the remainder being allocated to Applicant’s 
shareholders. Finally, Applicant states that it is not 
now engaged in, nor does it proposed to engage in, 
any business activities other than those necessary 
for the winding up of its affairs. 


Section 8(f) of the Act provides, in pertinent part, 
that when the Commission, upon application, finds 
that a registered investment company has ceased to 
be an investment company, it shall so declare by 
order, and that, upon the effectiveness of such order, 
the registration of such company shall cease to b= *" 
effect. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 7, 1981, at 5:30 
p.m., submit to the Commission in writing a request 
for a hearing on the application accompanied by a 
statement as to the nature of his interest, the reason 
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for such request, and the issues, if any, of fact or law 
proposed to be controverted, or he may request that 
he be notified if the Commission shall order a 
hearing thereon. Any such communication should 
be addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request shall be served personally or by mail 
upon Applicant at the address stated above. Proof of 
such service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed con- 
temporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application 
will be issued as of course following said date unless 
the Commission thereafter orders a hearing upon 
request or upon the Commission’s own motion. 
Persons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any notices 
and orders issued in this matter, including the date 
of the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11493/December 16, 1980 


INTERIM RULES EXEMPTING BUSINESS 
DEVELOPMENT COMPANIES AND CERTAIN OF 
THEIR AFFILIATES FROM PROVISIONS OF THE 
INVESTMENT COMPANY ACT 


ACTION: Adoption of interim rules; request for 
comment. 


SUMMARY: The Commission is adopting, on an 
interim basis, two rules under the Investment 
Company Act of 1940 as recently amended by the 
Small Business Investment Incentive Act of 1980. 
The first of these rules recognizes the intent of 
Congress to permit certain transactions between a 
business development company and a company 
controlled by it or certain affiliated persons of such 
latter company without requiring prior approval of 
the Commission. The second rule recognizes the 
intent of Congress to permit a business development 
company to acquire the securities of and operate a 
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wholly-owned small business investment company. 
The Commission is also soliciting public comment 
on whether these interim rules should be adopted as 
permanent ones. 


EFFECTIVE DATE: December 16, 1980. Comments 
on the interim rules must be received by January 30, 
1981. 


ADDRESSES: All communications on the matters 
discussed in this release should be submitted in 
triplicate to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Comments 
should refer to File No. S7-866 and will be available 
for public inspection and copying in the 
Commission’s Public Reference Room, 1100 L 
Street, N.W., Washington, D.C. 20549. 


FOR FURTHER INFORMATION CONTACT: Marsha 
Gilman, Esq. (202-272-3036), Division of 
Investment Management, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. 


SUPPLEMENTARY INFORMATION: On October 21, 
1980, the President signed into law amendments 
(the “1980 Amendments”) to the Investment 
Company Act of 1940 (the “1940 Act”) [15 U.S.C. 
80a-1 et seq.], as Title | of the Small Business 
Investment Incentive Act of 1980 [Public Law No. 
96-477]. The 1980 Amendments, which became 
effective immediately upon their signing by the 
President, represent the considerable efforts of 
Congress and numerous other participants, 
including representatives of the Commission and 
the “venture capital” industry, to enhance the flow of 
capital to small, developing businesses and 
financially troubled businesses. The 1980 
Amendments make available to certain companies, 
defined as “business development companies,” 
exemptions from certain provisions of the 1940 Act, 
and permit such companies to take advantage of a 
carefully-tailored pattern of substantive regulation 
which takes into account their special needs and 
characteristics, while at the same time preserving 
important investor protections. 


A business development company is defined as a 
domestic, closed-end company! which is operated 
for the purpose of making certain types of 
investments? and which makes available significant 
managerial assistance’ to the companies in which it 
invests. Generally, a company which elects to be 
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treated as a business development company,’ or 
intends within 90 days to so elect,° is exempt from 
certain provisions of sections 1 through 53 of the 
1940 Act [15 U.S.C. 80a-1 through 15 U.S.C. 80a- 
52] and, in lieu of the provisions of sections 1 
through 53 (except to the extent provided in sections 
59 through 65 [15 U.S.C. 80a-58 through 15 U.S.C. 
80a-64]), a carefully tailored regulatory structure is 
substituted. 


In enacting this regulatory structure for business 
development companies, Congress sought to 





1A closed-end company is defined generally by 
section 5(a)(2) of the 1940 Act [15 U.S.C. 80a- 
5(a)(2)] as a company which does not issue any 
redeemable security. 


2Section 55(a) of the 1940 Act[15 U.S.C. 80a-54(a)], 
in part, describes the securities of companies in 
which business development companies can invest. 
These securities generally must comprise at least 70 
percent of the value of the business development 
company’s investment assets. The companies in 
which business development companies can invest 
are primarily “eligible portfolio companies,” which 
are defined in section 2(a)(46) of the 1940 Act [15 
U.S.C. 80a-2(a)(46)]. The list of qualifying 
investments in section 55(a) is in keeping with the 
intent of the 1980 Amendments: to enhance the 
flow of capital to small, developing businesses and 
financially troubled businesses. 


3The term “significant managerial assistance” is 
defined in section 2(a)(47) of the 1940 Act [15 
U.S.C. 80a-2(a)(47)]. 


4A company may elect to be treated as a business 
development company by filing with the 
Commission a notification of election pursuant to 
section 54(a) [15 U.S.C. 80a-53(a)]. 


5A privately-held company which would be excluded 
from the definition of investment company except 
that it presently proposed to make a public offering 
of its securities may notify the Commission, 
pursuant to section 6(f)(2) [15 U.S.C. 80a-6(f)(2)], 
that it intends, within 90 days, to elect to be treated 
as a business development company. 
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encourage Capital investment in small, developing 
businesses and financially troubled businesses.° It 
has come to the Commission’s attention, however, 
that there are two instances in which these purposes 
may be impeded by what appear to be inadvertent 
drafting errors in the 1980 Amendments. First, 
under the 1980 Amendments, prior Commission 
approval would be required’ for transactions in 
which a business development company and a 
company controlled by it or affiliated persons of 
such controlled company participate as principals. 
Second, a business development company is 
prohibited under these amendments from acquiring 
the securities of and operating a wholly-owned small 
business investment company (‘“SBIC”). The 
legislative history of the 1980 Amendments strongly 
suggests that Congress did not intend either result. 


Therefore, in recognition of Congress’ belief in the 
potential importance of business development 
companies to the American economy, the 
Commission has determined to issue, on an interim 
basis, two rules which it believes will correct the 
inadvertent consequences of the drafting errors and 
to solicit public comment on whether these interim 
rules should be adopted as permanent rules. 


Transactions with Affiliates: Rule 57b-1 


Section 17 of the 1940 Act [15 U.S.C. 80a-17], in 
relevant part, generally requires Commission 
approval before a registered investment company 
engages in transactions in which conflicts of interest 
may exist because of the participation of affiliated 
persons® of, or principal underwriters for, the 
company. This requirement ensures that no person 
who might be capable of overreaching an 
investment company be allowed to deal with it until 
the Commission has determined that the proposed 
transactions are fair and that there will not be any 
such overreaching. The Commission has 
promulgated rules exempting from the prohibitions 
of section 17 certain transactions as to which it has 
determined that the possibility that affiliated 
persons may overreach the investment company is 
remote. 


Section 57 [15 U.S.C. 80a-56] is applicable to 
business development companies in lieu of those 
provisions of section 17 which relate to transactions 
by registered investment companies with affiliated 
persons.’ The effects of these two sections are 
similar in that each reflects an intent to prohibit 
transactions in which business development 
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The legislative history of the bill which became the 
1980 Amendments discusses the need for the 
legislation: 


The Committee [on Interstate and Foreign 
Commerce] is well aware of the slowing of the flow of 
capital to American enterprise, particularly to 
smaller, growing businesses, that has occurred in 
recent years. The importance of these businesses to 
the American economic system in terms of 
innovation, productivity, increased competition and 
the jobs they create is, of course, critical. Hence, the 
need to reverse this downward trend is of compelling 
public concern. Without doubt, the slowdown that 
has occurred is the product of many economic 
forces quite apart from the costs of securities 
regulation—taxes and inflation principal among 
them—and the Congress has been separately 
addressing all these factors in a wide variety of ways. 
But no undue cost should be shielded from scrutiny. 
As but one means of dealing with the more general 
problem, this Bill seeks specifically to reduce some 
of the costs of government regulation imposed on 
the capital-raising process, to the extent that it can 
be done without sacrificing necessary investor 
protection. 


H.R. Rep. No. 1341, 96th Cong., 2d Sess. 20 (1980) 
[“Committee Report”]. See also S. Rep. No. 958, 
96th Cong., 2d Sess. 4 (1980). 


7But see discussion in the text following note 16, 
infra, of existing Commission exemptive rules which 
are applicable to business development companies. 


8The term “affiliated person” is defined in section 
2(a)(3) of the 1940 Act [15 U.S.C. 80a-2(a)(3)]. 


Section 57 separates into two groups persons 
related to a business development company and, 
depending upon the nature of that relationship, 
permits transactions with those persons to proceed 
after review and approval by either the Commission 
or the business development company’s board of 
directors. The prohibited transactions set forth in 
sections 57(a) and 57(d) [15 U.S.C. 80a-56(a) and 
15 U.S.C. 80a-56(d)] apply, respectively, to those 
persons set forth in sections 57(b) and 57(e) [15 
U.S.C. 80a-56(b) and 15 U.S.C. 80a-56(e)]. 
Transactions of a business development company 
with persons not specifically identified in these 
sections can proceed without formal review by the 
Commission or the business development 
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companies or investment companies may be 
overreached by their respective affiliates. However, 
while Commission exemptive rulemaking under 
section 17 permits transactions between investment 
companies and their affiliates in those situations 
where the possibility of overreaching is remote, 
Congress incorporated directly into the 1940 Act 
similar permissive provisions with respect to 
transactions between business development 
companies and specified affiliated persons. 


The exemptive rules under section 17 relate to 
transactions between an investment company and 
certain affiliated persons of the investment 
company.!° Among others, non-controlled portfolio 
affiliates!! of the investment company may 
participate in such transactions, as well as persons 
directly or indirectly controlled by the investment 
company.!? Section 57 also prohibits transactions 
between a business development company and 
certain of its affiliated persons. However, non- 
controlled portfolio affiliates of a business 
development company are not among those persons 
whose participation in transactions with the 
business development company requires 
Commission approval (under section 57(c) [57 
U.S.C. 80a-56(c)] or specific statutory findings 
regarding the transaction by the company’s board of 
directors (under section 57(f) [15 U.S.C. 80a- 
56(f)]..> The legislative history of the 1980 
Amendments indicates that Congress also did not 
intend to require Commission approval or such 
specific statutory findings by the board of directors 
of a business development company for 
transactions between the company and a controlled 
portfolio affiliate. As the House Committee Report on 
the bill which became the 1980 Amendments states: 


Conspicuously absent from the prohibitions in 
section 57 against transactions with the 
business development company are persons 
which it controls or of which it holds at least 5 
percent of the outstanding securities. Also 
omitted from the prohibitions are persons 
affiliated with such so-called “downstream 
affiliates” of the business development 
company. In this regard, it should be noted that 
the Commission has undertaken through 
rulemaking to exempt all investment 
companies from prohibitions relating to 
transactions solely between investment 
companies and su;ch downstream affiliates. 
The Committee again wishes to note that if 
experience demonstrates that under such 
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exclusion from statutory prohibitions investors 
are not being adequately protected, the 
Committee would expect to revisit this area. 


H.R. Rep. No. 1341, 96th Cong., 2d Sess. 48 (1980) 
[‘‘Committee Report’’] (emphasis added).‘* 
However, due to an apparently inadvertent drafting 
error, business development company transactions 
involving controlled portfolio affiliates and certain 
affiliated persons of such affiliates must be 
approved by the Commission.'® The Commission 





Footnote 9 continued 


company’s board. Of course, as part of its fiduciary 
responsibility, the board of directors of a business 
development company has a duty to consider the 
appropriateness of a business development 
company’s participation in all transactions. 


See, e.g., rules 17a-6 and 17d-1(d)(5) [17 CFR 
270.17a-6 and 17 CFR 270.17d-1(d)(5), 
respectively]. 


Section 2(a)(3)(B) [15 U.S.C. 80a-2(a)(3)(B)] 
includes within the definition of “affiliated person” 
“any person 5 per centum or more of whose 
outstanding voting securities are directlyor 
indirectly owned, controlled, or held with power to 
vote” by another person. Because such a 5 percent 
interest does not constitute control under section 
2(a)(9) [15 U.S.C. 80a-2(a)(9)], this type of 
downstream affiliate is often described as a “non- 
controlled portfolio affiliate.” 


Section 2(a)(3)(C) [15 U.S.C. 80a-2(a)(3)(C)] 
defines an affiliated person to include “any person 
directly or indirectly. . .controlled by” another 
person. This type of downstream affiliate is often 
described as a “controlled portfolio affiliate.” 


13See sections 57(b) and 57(e). 


4See also S. Rep. No. 958, 96th Cong., 2d Sess. 31 
(1980). 


Section 57(b)(2) [15 U.S.C. 80a-56(b)(2)] applies 
the prohibitions of section 57(a) to, among others, 
“any. . .person directly or indirectly. . .controlled by 

. .a business development company. . .or any 
person who is, within the meaning of section 
2(a)(3)(C) or (D), an affiliated person of any such 


” 


person.... 
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proposes to correct this error by the instant 
rulemaking. 


As noted above, this corrective result is comparable 
to rules 17a-6 and 17d-1(d)(5) which the 
Commission has adopted under section 17 with 
respect to investment companies.'* Rules 17a-6 and 
17d-1(d)(5) are also relevant to the instant 
rulemaking because section 57(i) [15 U.S.C. 80a- 
56(i)] makes the Commission’s rules under section 
17 available to business development companies 
until rules are adopted under sections 57(a) and 
57(d). Thus, business development companies 
relying on section 57(i) could take advantage of the 
exemptive rules under section 17, including those 
provisions which would permit transactions 
involving controlled and non-controlled portfolio 
affiliates. Because of the clear Congressional intent 
that a statutory exemption be provided for a 
business development company’s transactions with 
non-controlled and controlled downstream 
affiliates, and that business development 
companies not be required in this respect to rely on 
rules under section 17, the Commission believes it is 
more appropriate in this instance to adopt this rule 
under section 57(b). Of course, to the extent they 
contain exemptive relief not already granted directly 
by the 1980 Amendments, the rules under section 


17, especially rule 17d-1, will continue to apply to 
business development companies as provided in 
section 57(i) 


Based upon the iegislative history of the 1980 
Amendments and the Commission’s understanding 
of the negotiations, in which its representatives 
participated, preceding the drafting of the 
legislation, it is clear that the legislation’s 
prohibitions of business development company 
transactions with controlled portfolio affiliates was a 
drafting error. Pursuant to the authority of the 
Commission under section 6(c) [15 U.S.C. 80a- 
6(c)], section 38(a) [15 U.S.C. 80a-37(a)] and 
section 59 [15 U.S.C. 80a-58], the Commission, 
therefore, is adopting interim rule 57b-1 to permit 
without prior Commission approval transactions 
between a business development company and a 
person directly or indirectly controlled by it or 
certain affiliated persons of such a person. 


Functions and Activities of Business Development 
Companies: Rule 60a-1 


Section 12(d)(1) of the 1940 Act [15 U.S.C. 80a- 
12(d)(1)] limits the acquisition by an investment 
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company of securities issued by other investment 
companies. Generally, an investment company may 
not invest more than five percent of its assets in 
another investment company, nor own more than 
three percent of another investment company’s 
voting stock.'!? Section 12(d)(1) was intended to 
prohibit pyramiding of investment companies, i.e., 





161n this regard, it should be noted that like the result 
with respect to investment companies under the 
section 17 rules, a transaction involving a business 
development company where a person controlled by 
a person identified in section 57(b) is also a 
participant would require prior approval by the 
Commission pursuant to section 57(c). Thus, for 
example, if a business development company held a 
controlling interest in one of its portfolio affiliates 
and an officer of the business development 
company also held a controlling interest in that 
portfolio affiliate, Commission approval under 
section 57(c) would be required for any transaction 
involving the business development company and 
such controlled portfolio affiliate not because the 
portfolio affiliate is controlled by the business 
development company but because it is controlled 
by an officer of the business development company. 
In this case, rule 57b-1 would not exempt any such 
transaction because the controlled portfolio affiliate 
is not affiliated with the business development 
company “solely because” it is controlled by the 
business development company; rather, it would be 
affiliated with the business development company 
also because of the affiliation through the controlling 
interest held by one of its officers. Of course, the 
business development company, its controlled 
portfolio affiliate or its officer may submit an 
application pursuant to section 57(c) which 
provides that the Commission may exempt any 
transaction involving both the business 
development company and its officer and the 
controlled portfolio affiliate if its terms meet the 
relevant standards. 


Section 12(d)(1) states, in part: 


(A) It shall be unlawful for any registered investment 
company (the “acquiring company”) and any 
company or companies controlled by such acquiring 
company to purchase or otherwise acquire any 
security issued by any other investment company 
(the “acquired company”), and for any investment 
company (the “acquiring company’) and any 
company or companies controlled by such acquiring 
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the ownership and control of one investment 
company by another. Pyramiding may present an 
opportunity for an individual or group to exercise 
control over the activities of an investment company 
while having only a comparatively nominal financial 
stake in the company. Pyramiding was a concern of 
the Commission and of Congress when it enacted 
the 1940 Act, and when it enacted amendments to 
the 1940 Act in 1970.'® Indeed, Congress 
specifically stated in the 1940 Act that the national 
public interest and the interest of investors are 
adversely affected “when the control of investment 
companies is unduly concentrated through 
pyramiding or inequitable methods of control.”?9 
New section 60 of the 1940 Act [15 U.S.C. 80a-59] 
makes section 12(d)(1) applicable to business 


development companies to the same extent as if 
they were registered closed-end investment 
companies.” Therefore, a business development 
company could not acquire more than limited 
amounts of securities issued by an investment 
company. 


Small business investment companies (“SBICs”) 
are licensed by the Small Business Administration 
pursuant to the Small Business Investment Act of 
1958 [15 U.S.C. 631 et seq.] to provide capital to 
small businesses. Because of their investments, 
SBICs may fall within the 1940 Act's definition of 
“investment company.””! Even if an SBIC were 
excluded from the definition of investment company 
by section 3(c)(1) of the 1940 Act [15 U.S.C. 80a- 





Footnote 17 continued 


company to purchase or otherwise acquire any 
security issued by any registered investment 
company (the “acquired company”), ifthe acquiring 
company and any company or companies controlled 
by it immediately after such purchase or acquisition 
own in the aggregate— 


(i) more than 3 percent centum of the total 
outstanding voting stock of the acquired company; 


(ii) securities issued by the acquired company 
having an aggregate value in excess of 5 percentum 
of the value of the total assets of the acquiring 
company; or 


(iii) securities issued by the acquired company and 
all other investment companies (other than Treasury 
stock of the acquiring company) having an 
aggregate value in excess of 10 per centum of the 
value of the total assets of the acquiring company. 


1’See Report of the Securities and Exchange 
Commission on Investment Trusts and Investment 
Companies, pt. Ill, H.R. Doc. No. 136, 77th Cong. 


2739 (1941); Hearings on S. 3580 Before a 
Subcommittee of the Senate Committee on Banking 
and Currency, 76th Cong., 3d Sess. 180 (1940); 
Public Policy Implications of Investment Company 
Growth, H.R. Rep. No. 2337, 89th Cong., 2d Sess. 
307-324 (1966); H.R. Rep. No. 1382, 91st Cong., 2d 
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Sess. 10-11, 23 (1970). 


Section 1(b)(4) of the 1940 Act [15 U.S.C. 80a- 
1(b)(4)]. 


20Section 60 states, in relevant part: 
“Notwithstanding the exemption set forth in section 
6(f), sectin 12 shall apply to a business development 
company to the same extent as if it were a registered 
closed-end investment company. .. .” Section 6(f) 
[15 U.S.C. 80a-6(f)] generally exempts business 
development companies from the provisions of 
sections 1 through 53 of the 1940 Act. 


21An SBIC could be an investment company within 
the 1940 Act’s definitions in either section 3(a)(1) 
[15 U.S.C. 80a-3(a)(1)] or section 3(a)(3) [15 U.S.C. 
80a-3(a)(3)]. Section 3(a)(1) defines investment 
company to mean “any issuer which is or holds itself 
out as being engaged primarily, or proposes to 
engage primarily, in the business of investing, 
reinvesting, or trading in securities.” Section 3(a)(3) 
defines as an investment company “any issuer 
which is engaged or proposes to engage in the 
business of investing, reinvesting, owning, holding, 
or trading in securities, and owns or proposes to 
acquire investment securities having a value 
exceeding 40 per centum of the value of such 
issuer's total assets (exclusive of Government 
securities and cash items) on an unconsolidated 
basis.” 
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3(c)(1)],?? it would nevertheless be deemed to be an 
investment company for purposes of section 
12(d)(1).23 Thus, neither business development 
companies nor investment companies may invest in 
the securities of an SBIC in an amount which 
exceeds the stringent limitations in section 12(d)(1). 


The Commission has, on occasion, granted 
exemptive relief from certain provisions of the. 1940 
Act to permit investment companies to conduct 
venture capital-like activities through wholly-owned 


SBICs.*4 In doing so, however, the Commission has 
required certain conditions to be met, and thereby 
preserved important investor protections.”° 


It is clear that Congress did not intend to prohibit 
business development companies from acquiring 
the securities of and operating wholly-owned SBICs. 
Indeed, the 1980 Amendments specifically 
recognize the possibility of such ownership. Under 
the 1980 Amendments, a significant portion of the 
assets of a business development company must be 





22Any issuer whose outstanding securities (other 
than short-term paper) are beneficially owned by not 
more than one hundred persons and which is not 
making and does not presently propose to make a 
public offering of its securities is excluded from the 
definition of investment company, pursuant to 
section 3(c)(1). An SBIC most likely would not be 
able to rely upon any other exclusion from the 
definition of investment company. 


23While an issuer relying on the exclusion provided 
by section 3(c)(1) would not have to register or be 
regulated as an investment company, under section 
3(c)(1)(A) any such issuer, including any SBIC, 
“nonetheless is deemed to be an investment 
company for purposes of section 12(d)(1).” Thus, an 
SBIC which is wholly-owned by a_ business 
development company wouid be deemed to be an 
investment company for the purposes of section 
12(d)(1) if that SBIC were relying upon section 
3(c)(1). 


24See, e.g., Boston Capital Corp., Investment 
Company Act Release No. 5353 (Apr. 22, 1968); 
Southeastern Capital Corp., Investment Company 
Act Release No. 6181 (Sept. 9, 1970); First Midwest 
Capital Corp., Investment Company Act Release No. 
6213 (Oct. 15, 1970). 


25Among the conditions in the orders cited in note 24 
supra were the following: that the parent's 
investment in the SBIC subsidiary not exceed 25% of 
the parent’s assets; that the subsidiary be wholly- 
owned; that the subsidiary comply with section 15 of 
the 1940 Act [15 U.S.C. 80a-15] with respect to any 
advisory or underwriting contracts and that the 
shareholders or directors of both the parent and the 
subsidiary approve any such contracts; that the 
shareholders of both the parent and subsidiary 
approve changes in the subsidiary’s fundamental 
investment policies; that the parent individually and 
ona consolidated basis with the subsidiary meet the 
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asset coverage requirements of section 18(a) of the 

1940 Act [15 U.S.C. 80a-18(a)]; and that reports to 
stockholders by the parent include separate 
financials for the subsidiary. 


These conditions were imposed because, even ifthe 
SBIC subsidiary could rely on then section 3(c)(1), 
section 48(a) of the 1940 Act [15 U.S.C. 80a-47(a)] 
prohibits a registered investment company from 
doing indirectly what it cannot do directly. lf a 
registered investment company were permitted to 
form a subsidiary which would engage in investment 
company activities outside the substantive 
regulatory scheme created by the 1940 Act, the 
investment company and its investment company 
subsidiary both could violate certain substantive 
prohibitions of the 1940 Act, as well as section 48(a), 
to the detriment of the registered investment 
company’s shareholders. Thus, any company which 
is primarily engaged in investment company 
activities and which is controlled by a registered 
investment company is also subject through the 
operation of section 48(a) to the regulatory 
requirements of the 1940 Act. This conclusion of law 
is reflected in the orders discussed in note 24 supra. 


Congress obviously understood this problem, for as 
part of the 1980 Amendments it modified section 48 


of the 1940 Act as it applies to business 
development companies. New section 65 of the 
1940 Act[15 U.S.C. 80a-64] provides that section 48 
not be construed to require any company which, 
although it is wholly-owned or controlled by a 
business development company, is not itself an 
investment company within the meaning of section 
3(a) of the 1940 Act, to comply with the provisions of 
the 1940 Act solely because it is wholly-owned or 
controlled by a business development company. 
The legislative history makes clear that, unlike 
registered investment companies with SBIC 
subsidiaries, business development companies 
frequently own controlling interests in downstream 
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invested in securities of eligible portfolio 
companies.” A wholly-owned SBIC is expressly 
identified as an eligible portfolio company.”” The 
Commission therefore believes that, solely by reason 
of a drafting error, SBICs which are wholly-owned by 
business development companies are brought 
within the anti-pyramiding limitations of section 
12(d)(1). Because of this drafting error, and 
pursuant to the authority under sections 6(c), 38(a) 
and 59, the Commission is adopting interim rule 
60a-1 to permit an SBIC to be a wholly-owned 
subsidiary of a business development company 
notwithstanding the restrictions of section 12(d)(1). 
However, notwithstanding the status of the 
subsidiary as a business development company 
itself and whether or not it was excluded from 
registration as an investment company by section 
(c)(1), such a subsidiary still would be subject to 
the regulatory provisions of the 1940 Act because its 
parent is a business development company whose 
investment company subsidiaries would also be 
subject to the 1940 Act’s regulatory provisions 
through the application of section 65.78 If a business 
development company which has such a wholly- 
owned subsidiary did not wish its subsidiary to be 
subject to certain of the regulatory requirements of 
the 1940 Act, it could file an application for 
exemptive relief.?9 


PROCEDURAL MATTERS 


The Commission believes that the interim rules 
adopted today will correct inadvertent results of the 
1980 Amendments and that their prompt adoption 
is required in order that business development 
companies might effectively provide capital to 
small, developing businesses and financially 
troubled businesses. In accordance with section 
553(d)(1) of the Administrative Procedure Act 
(“APA”) [5 U.S.C. 553(d)(1)], because each of these 
rules is exemptive in nature, publication thirty days 


before their effective dates is unnecessary. In 


accordance with section 553(b)(B) of the APA [5 
U.S.C. 553(b)(B)], the Commission, for good cause, 
finds that notice and opportunity for public 
commen on the adoption of the interim rules are 
similarly not required because such notice and 
opportunity would be unnecessary and contrary to 
the public interest. However, the Commission is 
simultaneously soliciting public comment on 
whether these interim rules should be adopted as 
final rules. 


TEXT OF RULES 
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Part 270 of Chapter I! of Title 17 of the Code of 
Federal Regulations is hereby amended as follows: 


Part 270—RULES AND REGULATIONS, 
INVESTMENT COMPANY ACT OF 1940 


1. By adding §270.57b-1 to read as follows: 


§270.57b-1 Exemption for downstream affiliates of 
business development companies. 


Notwithstanding subsection (b)(2) of section 57 of 
the Act, the provisions of subsection (a) of that 
section shall not apply to any person (a) solely 
because that person is directly or indirectly 
controlled by a business development company or 





Footnote 25 continued 


affiliates which may be operating companies not 
within the ambit of section 3(a) of the 1940 Act. 
Accordingly, because Congress intended to 
encourage the operation of small, developing 
businesses and financially troubled businesses 
which were not engaged in investment company 
activities, it excluded such operating subsidiaries 
from the regulation imposed by the usual 
construction of section 48(a), discussed above. See 
Committee Report at 61 and S. Rep. No. 958, 96th 
Cong., 2d Sess. 37 (1980). 


26The term “eligible portfolio company” is defined in 
section 2(a)(46) of the 1940 Act. 


27See also Committee Report at 29 and S. Rep. No. 
958, 96th Cong., 2d Sess. 15 (1980). 


8Section 65 states that section 48 of the 1940 Act 
shall apply to business development companies as if 
they were closed-end investment companies. See 
note 25 supra. Thus, a business development 
company cannot do indirectly through a subsidiary 
what it is prohibited from doing directly. This 
provision effectively regulates the actions of the 
subsidiary in much the same manner as its parent 
business development company. 


22In this regard, the business development company 
might consider the conditions under which the 
exemptive orders mentioned in note 24 supra were 
issued. 
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(b) solely because that person is, within the meaning 
of section 2(a)(3)(C) or (D) of the Act, an affiliated 
person of a person described in (a) of this section. 


2. By adding §270.60a-1 to read as follows: 


§270.60a-1 Exemption for certain business 
development companies. 


Section 12(d)(1)(A) and (C) of the Act shall not apply 
to the acquisition by a business development 
company of the outstanding voting securities of a 
small business investment company licensed to do 
business under the Small Business Investment Act 
of 1958 which is operated as a wholly-owned 
subsidiary of the business development company. 


STATUTORY BASIS: Rules 57b-1 and 60a-1 are 
adopted pursuant to section 6(c) [15 U.S.C. 80a- 
6(c)], section 38(a) [15 U.S.C. 80a-37(a)] and 
section 59 [15 U.S.C. 80a-58] of the Act. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11494/December 16, 1980 


In the Matter of 


MERRILL LYNCH, PIERCE, FENNER & SMITH 
INCORPORATED 

BACHE HALSEY STUART SHIELDS INCORPORATED 

DEAN WITTER REYNOLDS INC. 

SHEARSON LOEB RHOADES, INC., AND 

THE EQUITY INCOME FUND, 

FIRST UTILITY COMMON STOCK SERIES 

(A UNIT INVESTMENT TRUST) AND 

SUBSEQUENT SERIES 


C/O MERRILL LYNCH, PIERCE, FENNER & SMITH 
INCORPORATED 

One Liberty Plaza 

165 Broadway 

New York, New York 10080 


(812-4661) 


ORDER PURSUANT TO SECTION 6(c) AND 11 OF 
THE ACT EXEMPTING APPLICANTS FROM THE 
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PROVISIONS OF SECTIONS 11(c), 14(a) AND 22(d) 
OF THE ACT AND RULE 19b-1 THEREUNDER 


Perrill Lynch, Pierce, Fenner & Smith Incorporated, 
Bache Halsey Stuart Shields Incorporated, Dean 
Witter Reynolds, Inc., Shearson Loeb Rhoades, Inc. 
and The Equity Income Fund, First Utility Common 
Stock Series and subsequent Series (“Fund”) 
(collectively the “Applicants”), filed an application, 
on April 8, 1980, and amendments thereto on July 
24, October 6, and November 17, 1980, pursuant to 
Sections 6(c) and 11 of the Act for an order of the 
Commission (1) exempting the Fund from 
compliance with the net worth requirements of 
Section 14(a) of the Act, (2) exempting the 
Applicants from the provisions of Rule 19b-1 under 
the Act to permit the Fund to make more than one 
distribution of capital gains in any one taxable year 
and (3) exempting the Applicants from the 
provisions of Sections 11(c) and 22(d) of the Act to 
permit unitholders to exchange their units for units 
of any other Series of the Fund or of certain other unit 
investment trusts. 


On November 21, 1980, a notice was issued 
(Investment Company Act Release No. 11454) ofthe 
filing of the application. The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed 
and the Commission has not ordered a hearing. 


The matter has been considered and it is found that 
the granting of the application is appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Section 11 of the Act, 
that the terms of the proposed exchange offer be and 
hereby are, approved, effective forthwith; and 


IT IS FURTHER ORDERED, pursuant to Section 6(c) 
of the Act, that the application for exemption from 
Sections 14(a) and 22(d) of the Act and Rule 19b-1 
under the Act, to the extent requested, be, and 
hereby are, granted, effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 11495/December 16, 1980 


In the Matter of 


PACIFIC AMERICAN LIQUID ASSETS, INC. 
707 Wilshire Boulevard 
Los Angeles, California 90017 


(812-4755) 


ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
EXEMPTING APPLICANT FROM THE PROVISIONS 
OF SECTION 2(a)(41) OF THE ACT AND RULES 2a-4 
AND 22c-1 THEREUNDER 


Pacific American Liquid Assets, Inc., (“Applicant”), 
an open-end, diversified management investment 
company registered under the Investment Company 
Act of 1940 (“Act”), filed an application on October 
27, 1980, requesting an order of the Commission, 
pursuant to Section 6(c) of the Act, exempting 
Applicant from the provisions of Section 2(a)(41) of 
the Act and Rules 2a-4 and 22c-1 thereunder, to the 
extent necessary to permit Applicant to compute its 
net asset value per share using the amortized cost 
method of valuation. 


On November 19, 1980, a notice was issued of the 
filing of the application (Investment Company Act 
Release No. 11450). The notice gave interested 
persons an opportunity to request a hearing and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter has been considered, and it is found that 
the granting of the exemption requested pursuant to 
Section 6(c) of the Act is appropriate in the public 
interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT iS ORDERED, pursuant to Section 6(c) of the Act, 
that the application for exemption from the 
provisions of Section 2(a)(41) of the Act and Rules 
2a-4 and 22c-1 thereunder, to the extent necessary 
to permit Applicant to compute its net asset value 
per share using the amortized cost method of 
valuation, be, and hereby is, granted, effective 
forthwith, subject to the following conditions: 


(1) In supervising the Applicant's operations and 
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delegating special responsibilities involving 
portfolio management to the Applicant's investment 
adviser,.the Applicant's board of directors 
undertakes—as a particular responsibility within the 
overall duty of care owed to its shareholders—to 
establish procedures reasonably designed, taking 
into account current market conditions and the 
Applicant’s investment objectives, to stablize the 
Applicant's net asset value per share, as computed 
for the purpose of distribution, redemption and 
repurchase at $1.00 per share. 


(2) Included within the procedures to be adopted by 
the board of directors shall be the following: 


(a) Review by Applicant’s board of directors, as it 
deems appropriate and at such intervals as are 
reasonable in light of current market conditions, to 
determine the extent of deviation, if any, of the net 
asset value per share as determined by using 
available market quotations from the Applicant's 
$1.00 amortized cost price per share, and 
maintenance of records of such review.' 


(b) In the event such deviatioin from the $1.00 
amortized cost price per share exceeds 1/2 of 1%, 
Applicant's board of directors will promptly consider 
what action, if any, should be initiated. 


(c) Where Applicant's board of directors believes the 
extent of any deviation from the Applicant's $1.00 
amortized cost price per share may result in materia! 
dilution or other unfair results to investors or existing 
shareholders, it shall take such action as it deems 
appropriate to eliminate or to reduce to the extent 
reasonably practicable such dilution or unfair 
results, which action may include: redemption of 
shares in kind; the sale of portfolio securities prior to 
maturity to realize capital gains or losses, or to 
shorten the Applicant’s average portfolio maturity; 
withnolding dividends; or utilizing a net asset value 
per share as determined by using available market 
quotations. 





To fulfill this condition, Applicant will use actual 
quotations or estimates of market value reflecting 
current market conditions selected by its board of 
directors in the exercise of its discretion to be 
appropriate indicators of value, which may include, 
inter alia, (1) quotations or estimates of market value 
for individual portfolio instruments, or (2) values 
obtained from yield data relating to classes of money 
market instruments furnished by reputable sources. 
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(3) Applicant will maintain a dollar-weighted 
average portfolio maturity appropriate to its 
objective of maintaining a stable net asset value per 
share; provided, however, that Applicant will not (a) 
purchase any instrument with a remaining maturity 
at the date of acquisition of greater than one year, or 
(b) maintain a dollar-weighted average portfolio 
maturity in excess of 120 days. In fulfilling this 
condition, if the disposition of a portfolio instrument 
results in a dollar-weighted average portfolio 
maturity in excess of 120 days, Applicant will invest 
its available cash in such a manner as to reduce its 
dollar-weighted average portfolio maturity to 120 
days or less as soon as reasonably practicable. 


(4) Applicant will record, maintain and preserve 
permanently in an easily accessible place a written 
copy of the procedures (and any modifications 
thereto) described in condition 1 above, and 
Applicant will record, maintain and preserve for a 
period of not less than six years (the first two years in 
an easily accessible place) a written record of 
Applicant’s board of directors’ considerations and 
actions taken in connection with the discharge of its 
responsibilities, as set forth above, to be included in 
the minutes of the board of directors’ meetings. The 
documents preserved pursuant to this condition 
shall be subject to inspection by the Commission in 
accordance with Section 31(b) of the Act as though 
such documents were records required to be 
maintained pursuant to rules adopted under Section 
31(a) of the Act. 


(5) Applicant will limit its portfolio investments, 
including repurchase agreements, if any, to those 
United States dollar-denominated instruments 
which Applicant’s board of directors determines 
present minimal credit risks, and which are of “high 
quality” as determined by any major rating service 
or, in the case of any instrument that is not rated, of 
comparable quality as determined by Applicant’s 
board of directors. 


(6) Applicant will include in each quarterly report, as 
an attachment to Form N-1Q, a statement as to 
whether any action pursuant to condition 2(c) was 
taken during the preceding fiscal quarter, and, if any 
action was taken, will describe the nature and 
circumstances of such action. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 
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George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11496/December 16, 1980 


In the Matter of 


MUNICIPAL CASH RESERVE MANAGEMENT, INC. 
One Battery Park Plaza 
New York, New York 10004 


(812-4756) 


NOTICE OF FILING OF APPLICATION FOR AN 
ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
EXEMPTING APPLICANT FROM THE PROVISIONS 
OF SECTION 2(a)(41) OF THE ACT AND RULES 2a-4 
AND 22c-1 THEREUNDER 


NOTICE IS HEREBY GIVEN that Municipal Cash 
Reserve Management Inc. (“Applicant”), an open- 
end, diversified management investment company 
registered under the Investment Company Act of 
1940 (“Act”), filed an application on October 28, 
1980, and amendments thereto on December 5, 
1980, and December 9, 1980, requesting an order of 
the Commission, pursuant to Section 6(c) of the Act, 
exempting Applicant from the provisions of Section 
2(a)(41) of the Act and Rules 2a-4 and 22c-1 
thereunder to the extent necessary to permit 
Applicant to compute its net asset value per share 
using the amortized cost method of valuation. All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


According to the application, Applicant is designed 


for individuals, corporations, partnerships, 
institutions and institutional investors maintaining 
accounts with E. F. Hutton and Company, Inc., who 
wish to receive income substantially exempt from 
federal income taxes. Applicant states that its 
investment objective is the maximization of current 
income exempt from federal income taxes 
consistent with the maintenance of liquidity in a 
portfolio consisting of investment grade, short-term 
municipal securities. Applicant indicates that it will 
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seek to achieve this objective by investing in a 
diversified portfolio of debt obligations issued by 
states, territories or possessions of the United States 
and the District of Columbia or their political 
subdivisions, agencies, instrumentalities or 
authorities, which are exempt from federal income 
tax in the opinion of each issuer’s bond counsel. 
According to the application, all of the securities in 
Applicant's portfolio will mature, or have been called 
for redemption, within one year or less, and the 
dollar-weighted average life of such securities shall 
be 120 days or iess. 


As here pertinent, Section 2(a)(41) of the Act defines 
value to mean: (1) with respect to securities for 
which market quotations are readily available, the 
market value of such securities, and (2) with respect 
to other securities and assets, fair value as 
determined in good faith by the board of directors. 
Rule 22c-1 adopted under the Act provides, in part, 
that no registered investment company or principal 
underwriter therefor issuing any redeemable 
security shall sell, redeem or repurchase any such 
security except at a price based on the current net 
asset value of such security which is next computed 
after receipt of a tender of such security for 
redemption or of an order to purchase or to sell such 
security. Rule 2a-4 adopted under the Act provides, 
as here relevant, that the “current net asset value” of 
a redeemable security issued by a registered 
investment company used in computing its price for 
the purposes of distribution and redemption shall be 
an amount which reflects calculations made 
substantially in accordance with the provisions of 
that rule, with estimates used where necessary or 
appropriate. Rule 2a-4 further states that portfolio 
securities with respect to which market quotations 
are readily available shall be valued at current 
market value, and that other securities and assets 
shall be valued at fair value as determined in good 
faith by the board of directors of the registered 
company. Prior to the filing of the application, the 
Commission expressed its view that, among other 
things: (1) Rule 2a-4 under the Act requires that 
portfolio instruments of “money market” funds be 
valued with reference to market factors, and (2) it 
would be inconsistent, generally, with the provisions 
of Rule 2a-4 for a “money market” fund to value its 
portfolio instruments on an amortized cost basis 
(Investment Company Act Release No. 9786, May 
31, 1977). 


Applicant states that it believes that potential 
investors in shares of the Applicant are concerned 
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that (1) the net asset value of their shares remain 
stable and (2) investment income be steady. 
Applicant asserts that by maintaining a portfolio of 
high quality money market instruments of short 
maturities, it can provide these features to investors. 
The Applicant’s board of directors has determined 
that the fair market value of securities with a 
maturity of 60 days or less should be determined by 
using the amortized cost method of valuation. 
Accordingly, Applicant requests exemptions from 
Section 2(a)(41) of the Act and Rules 2a-4 and 22c-1 
thereunder to the extent necessary to permit 
Applicant to value its portfolio by means of the 
amortized cost method of valuation. 


Section 6(c) of the Act provides, in pertinent part, 
that the Commission, by order upon application, 
may conditionally or unconditionally exempt any 
person, security or transaction, or any class or 
classes of persons, securities or transactions, from 
any provision under the Act or any rule or regulation 
thereunder, if and to the extent that such exemption 
is necessary or appropriate in the public interest and 
consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions 
of the Act. 


Applicant expressly consents to the imposition of the 
following conditions in any order granting the relief it 
requests: 


(1) In supervising Applicant’s operations and 
delegating special responsibilities involving 
portfolio management to Applicant’s investment 
adviser, Applicant's board of directors undertakes— 
as a particular responsibility within the overall duty 
of care owed to Applicant's shareholders—to 
establish procedures reasonably designed, taking 
into account current market conditions and 
Applicant’s investment objective, to stabilize 
Applicant's net asset value per share, as computed 
for the purpose of distribution, redemption and 
repurchase, at $1.00 per share. 


(2) Included within the procedures to be adopted by 
Applicant’s board of directors shall be the following: 


(a) Review by Applicant’s board of directors, as it 
deems appropriate and at such intervals as are 
reasonable in light of current market conditions, to 
determine the extent of deviation, if any, of the net 
asset value per share as determined by using 
available market quotations from Applicant’s $1.00 
amortized cost price per share, and the 


Volume 21, No. 12, December 30, 1980 





maintenance of records of such review.’ 


(b) In the event that such deviation from Applicant's 
$1.00 amortized cost price per share exceeds 1/2 of 
1%, a requirement that the Applicant’s board of 
directors will promptly consider what action, if any, 
should be initiated. 


(c) Where Applicant’s board of directors believes 
that the extent of any deviation from the Fund’s 
$1.00 amortized cost price per share may result in 
material dilution or other unfair results to investors 
or existing shareholders, it shall take such action as 
it deems appropriate to eliminate or to reduce to the 
extent rerasonably practicable such dilution or 
unfair results, which action may include: 
redemption of shares in kind; selling portfolio 
instruments prior to maturity to realize capital gains 
or losses, or to shorten the average portfolio maturity 
of the Fund; reducing or withholding dividends; or 
utilizing a net asset value per share as determined by 
using available market quotations. 


(3) Applicant will maintain a dollar-weighted 
average portfolio maturity appropriate to its 
objective of maintaining a stable net asset value per 
share; provided, however, that Applicant will neither 
(a) purchase any instrument with a remaining 
maturity of greater than one year, nor (b) maintain a 
dollar-weighted average portfolio maturity which 
exceeds 120 days.” 


(4) Applicant will record, maintain and preserve 
permanently in an easily accessible place a written 





1To fulfill this obligation, the Applicant intends to use 
actual quotations or estimates of market value 
reflecting current market conditions chosen by its 
board of directors in the exercise of its discretion to 
be appropriate indicators of value, which may 
include, among others, (i) quotations or estimates of 
market value for individual portfolio instruments, or 
(ii) values obtained from yield data relating to 
classes of money market instruments published by 
reputable sources. 


2In fulfilling this condition, if the disposition of a 
portfolio security results in a dollar-weighted 
average portfolio maturity in excess of 120 days, 
Applicant will invest its available cash in such a 
manner as to reduce the doilar-weighted average 
portfolio maturity to 120 days or less as soon as 
reasonably practicable. 
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copy of the procedures (and any modifications 
thereto) described in condition (1) above, and 
Applicant will record, maintain and preserve for a 
period of not less than six years (the first two years in 
an easily accessible place) a written record of 
Applicant's board of directors’ considerations and 
actions taken in connection with the discharge of 
their responsibilities, as set forth above, to be 
included in the minutes of Applicant’s board of 
directors’ meetings. The documents preserved 
pursuant to this condition shall be subject to 
inspection by the Commission in accordance with 
Section 31(b) of the Act, as though such documents 
were records required to be maintained pursuant to 
the rules adopted under Section 31(a) of the Act. 


(5) Applicant will limit its portfolio investments, 
including repurchase agreements, to those United 
States dollar-denominated instruments which 
Applicant’s board of directors determines present 
minimal credit risks, and which are of high quality as 
determined by any major rating service or, in the 
case of any instrument that is not rated, are of 
comparable quality as determined by the board of 
directors. 


(6) Applicant will include in each quarterly report, as 
an attachment to Form N-1Q, a statement as to 
whether any action pursuant to condition 2(c) above 
was taken during the preceding fiscal quarter, and, if 
any such action was taken, Applicant will describe 
the nature and circumstances of such action. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 9, 1981, at 5:30 
p.m., submit to the Commission in writing a request 
for a hearing on the application accompanied by a 
statement as to the nature of his interest, the reason 
for such request, and the issues, if any, of fact or law 
proposed to be controverted, or he may request that 
he be notified if the Commission shall order a 
hearing thereon. Any such communication should 
be addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request shall be served personally or by mail 
upon Applicant at the address stated above. Proof of 
such service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed con- 
temporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application 
will be issued as of course following said date unless 
the Commission thereafter orders a hearing upon 
request or upon the Commission’s own motion. 
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Persons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any notices 
and orders issued in this matter, including the date 
of the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 11497/December 17, 1980 


In the Matter of 


ROWE PRICE PRIME RESERVE FUND, INC. 
100 East Pratt Street 
Baltimore, Maryland 21202 


(812-4715) 


ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING EXEMPTION FROM THE PROVISIONS OF 
RULES 2a-4 AND 22c-1 UNDER THE ACT 


Rowe Price Prime Reserve Fund, Inc. (“Applicant”), 
registered under the Investment Company Act of 
1940 (‘Act’) as an open-end, diversified 
management investment company, filed an 
application on August 22, 1980, and anamendment 
thereto on November 6, 1980, requesting an order of 
the Commission, pursuant to Section 6(c) of the Act, 
exempting Applicant from the provisions of rules 2a- 
4 and 22c-1 under the Act to the extent necessary to 
permit Applicant to compute its net asset value per 
share, for purposes of effecting sales, redemptions 
and repurchases of its shares, to the nearest one 
cent on a share value of one dollar. 


On November 17, 1980, a notice (Investment 
Company Act Release No. 11447) was issued of the 
filing of said appication. The notice gave interested 
persons an opportunity to request a hearing, and 
stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. Nor equest for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter has been considered, and it is found that 
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the granting of the requested exemption is 
appropriate in the public interest and consistent 
with the protection of investors and the purposes 
fairly intended by the policy and provisions of the 
Act. Accordingly, 


IT IS ORDERED, pursuant to Section 6(c) of the Act, 
that the application for exemption from the 
provisions of Rules 2a-4 and 22c-1 under the Act, to 
the extent requested, be, and hereby is, granted, 
effective forthwith, subject to the following 
conditions to which Applicant has consented: 


1. Applicant’s Board of Directors, in supervising 
Applicant’s operations and delegating special 
responsibilities involving portfolio management to 
the Applicant’s investment adviser, undertakes (asa 
particular responsibility within the board’s overall 
duty of care owed to Applicant’s shareholders) to 
assure, tothe extent reasonably practical, taking into 
account current market conditions affecting the 
Applicant’s investment objective, that Applicant's 
net asset value per share as computed for purposes 
of effecting sales, redemptions and repurchases of 
its shares, rounded to the nearest one cent, will not 
deviate from $1.00. 


2. Applicant will seek to maintain a dollar-weighted 
average portfolio maturity appropriate to its 
objective of maintaining a stable price per share, 
and Applicant will not (i) purchase an instrument 
with a remaining maturity greater than one year, or 
(ii) maintain a dollar-weighted average portfolio 
maturity in excess of 120 days. 


3. Applicant’s purchases of portfolio instruments, 
including repurchase agreements, will be limited to 
those U.S. dollar denominated instruments which 
the Board of Directors determines present minimal 
credit risks, and which are of high quality as 
determined by any major rating service or, in the 
case of any instrument that is not rated, of 
comparable quality as determined by the Board. 


For the Commission, by the Division of investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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Litigation Release No. 9256/December 12, 1980 


SEC v. STANWOOD O/L CORPORATION, ET AL., 
(W.D. Pa., Erie Div., Civil Action No. 80-206 Erie) 


Paul F. Leonard, Administrator of the Washington 
Regional Office, and Ralph M. Fratkin, Chairman of 
the Pennsylvania Securities Commission, 
announced that on December 8, 1980, a complaint 
seeking permanent injunctive relief was filed in the 
United States District Court for the Western District 
of Pennsylvania, Erie Division, against Stanwood Oil 
Corporation (Stanwood), a Pennsylvania 
corporation, and John G. Starr, its president. 


The complaint alleges that Defendants violated the 
securities registration and antifraud provisions of 
the federal securities laws in connection with the 
offer and sale of unregistered Stanwood Securities in 
the form of common stock and notes, by means of 
untrue statements of material fact and failure to 
state material facts related to, among other things, 
Stanwood’s oil and gas reserves, and prospects for 
the company’s diversification into business 
ventures, including a purported agreement to 
purchase a casino hotel to be built in Atlantic City, 
New Jersey. The complaint further alleges that such 
misstatements and omissions, among others, were 
made to investors and prospective investors and 
were contained in press releases issued by 
Stanwood over the financial newswires and carried 
as paid advertisements in securities trade 
publications. 


Stanwood stock is owned by approximately 4000 
public shareholders and is traded over-the-counter. 


A motion for a preliminary injunction was filed by the 
Commission simultaneously with the filing of its 
complaint. Chief Judge Gerald Weber has set the 
motion for hearing on December 22, 1980. 





Litigation Release No. 9257/December 12, 1980 


SEC v. WACO FINANCIAL, INC. AND J. JEROME 
PREVATTE (W.D. Mich. Civil No. K80-670CA4) 
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William D. Goldsberry, Administrator of the Chicago 
Regional Office, announced that on December 2, 
1980, the Honorable Benjamin F. Gibson, United 
States District Judge for the Western District of 
Michigan, signed an Order of Permanent Injunction 
by Consent against WACO Financial, Inc. (WACO), a 
registered broker-dealer located in Kalamazoo, 
Michigan, and J. Jerome Prevatte (Prevatte), 
WACO’s President, Treasurer and majority 
shareholder. The Defendants were permanently 
enjoined from violating Sections 15(c) and 17(a) of 
the Securities Exchange Act of 1934 and Rules 
15c3-1, 15c3-3, 17a-3, 17a-4 and 17a-5 
promulgated thereunder. 


The Complaint, filed on September 26, 1980, 
alleged that WACO, aided and abetted by Prevatte, 
from in or about August 31, 1980 to the date of the 
Complaint, had not maintained the required 
minimum net capital as computed in accordance 
with Rule 15c3-1; and while carrying customers’ free 
credit balances, failed or neglected to maintain ina 
Reserve Bank Account or Accounts, cash or 
qualified securities in the amount computed 
pursuant to the formula prescribed by Rule 15c3- 
3(e). The Complaint further alleged that WACO, 
aided and abetted by Prevatte, from July 15, 1980 to 
the date of the Complaint had not made, kept current 
or preserved those books and records relating to 
WACO’s business required by Rules 17a-3 and 17a- 
4. In addition, the Complaint alleged that WACO, 
aided and abetted by Prevatte, did not file with the 
Commission a report of its financial condition for the 
year ending June 30, 1980, as required by Rule 17a- 
2 


For further information, see Litigation Release No. 
9208. 





Litigation Release No. 9258/December 17, 1980 


SECURITIES AND EXCHANGE COMMISSION v. 
CABLE/TEL CORP. ET AL., 80 Civil 7170 (S.D.N.Y.) 


Stephen L. Hammerman, Administrator of the 
Commission’s New York Regional Office, announced 
that on December 17, 1980 the Commission filed a 
complaint in the U.S. District Court for the Southern 
District of New York seeking injunctive and other 
equitable relief against the following defendants: 


SEC DOCKET/1007 





Cable/Tel Corp. of Englewood Cliffs, New Jersey; 

Cable/Tel Systems Corp. of Englewood Cliffs, New 
Jersey; 

Six Star Cablevision Holding Co., Inc. of Englewood 
Cliffs, New Jersey; 

Cable Promotions, Inc. of Englewood Cliffs, New 
Jersey; 

Six Star Cablevision Construction Co., Inc. (as suc- 
cessor to Micro Constructors, Inc.) of Englewood 
Cliffs, New Jersey; 

Six Star Cablevision Management Corp. of Engle- 
wood Cliffs, New Jersey; 

Communications Finance Systems, Inc. of Engle- 
wood Cliffs, New Jersey; 

Six Star Cablevision of Gardner, Kansas, inc. of 
Kansas City, Kansas; 

Six Star Cablevision of De Soto, Kansas, Inc. of 
Kansas City, Kansas; 

Six Star Cablevision of Bonner Springs, Kansas, Inc. 
of Kansas City, Kansas; 

Six Star Cablevision of Kansas City, Kansas, Inc. of 
Kansas City, Kansas; 

Six Star Cablevision of Lee’s Summit, Missouri, Inc. 
of Grandview, Missouri; 

Six Star Cablevision of Belton, Missouri, Inc. of 
Grandview, Missouri; 

Six Star Cablevision of Ypsilanti Township, Inc. of 
Ypsilanti, Michigan; 

Six Star Cablevision of Howell, Inc. of Brighton, 
Michigan; 

Six Star Cablevision of Green Oak Township, Inc. of 
Brighton, Michigan; 

Six Star Cablevision of Inglewood, Inc. of Inglewood, 
California; 

Six Star Cablevision of Pomona, California, Inc. of 
Santa Ana, California; 

Washtenaw Cablevision of Ypsilanti, Inc. of Ypsilanti, 
Michigan; 

Washtenaw Cablevision of Superior, Inc. of Ypsilanti, 
Michigan; 

Six Star Cablevision, Inc. of Brighton, Michigan; 

Stuart C. Harris (“Harris”) of Fairlawn, New Jersey; 

Roger H. Maggio (“Maggio”) of Tenafly, New Jersey; 

Paul L. Skulsky (“Skulsky”) of Spring Valley, New 
York; 

Martin E. Hecht (“Hecht”) of New York, New York; 

Investors Planning Group, Inc. (“IPG”) of New York, 
New York; 

Tom Kaye (“Kaye”), believed to be a resident of New 
York; 

Arnold H. Bruck (“Bruck”) of Riverdale, New York; 

Continental Consultants Corp. (“CCC”) of Fairlawn, 
New Jersey; 

Benjamin Rabin (“Rabin”) of Fairlawn, New Jersey; 
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Irving Bersak (“Bersak”) of West Orange, New 
Jersey; 

Haims & Co. and Haims & Co., P.C. of Stamford, 
Connecticut; 

Michael Buzzeo (“Buzzeo”) of Norwalk, Con- 
necticut; 

Van Ron Inc. (“Van Ron”) of Columbus, Ohio; and 

Frank Van Arsdale (“Van Arsdale”) of Columbus, 
Ohio. 


The complaint alleges that, during 1977 and/or 
1978, the defendants offered and sold to over 700 
investors approximatley $88,100,000 worth ($22.1 
million in cash and recourse promissory notes and 
$66 million in nonrecourse notes) of unregistered 
securities in the form of tax sheltered investment 
interests in cable television (“CATV”) systems in 
violation of the registration and anti-fraud provisions 
of the Securities Act of 1933 and the Securities 
Exchange Act of 1934. The various CATV systems in 
question are located in 17 communities situated in 
four states. 


According to the complaint, the investments consist 
of a package of contracts providing each investor 
with: (a) a fractionalized ownership interest in one of 
the 17 CATV systems; (b) municipal franchise rights 
to the investor’s portion of the aforementioned CATV 
system; and (c) all services necessary for the 
operation, management, promotion and 
maintenance of the investor’s portion of the CATV 
system. 


The complaint further alleges that the defendants 
made misrepresentations and omitted to state 
material facts in connection with the offer and sale of 
the above described cable television investment 
interests concerning, among other things: (a) the 
use of investor monies; (b) the cost of constructing 
the investors’ CATV systems; (c) the payment of 
commissions; (d) the timing of the completion of 
construction of the CATV systems; (e) the availability 
of promised tax benefits; (f) projections of 
subscriber saturation and potential profits; (g) the 
ownership by the Cable/Tel companies of CATV 
franchises; (h) restrictions against investor 
ownership of their CATV systems; (i) the ability of the 
investors to independently operate the CATV 
systems; and (j) the financial condition of the 
Cable/Tel companies. 


All of the defendants are charged with violations of 


Sections 5(a), 5(c) and 17(a) of the Securities Act of 
1933 and Section 10(b) of Securities Exchange Act 
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of 1934 and Rule 10b-5 thereunder. According tothe 
complaint, the defendants are described as follows: 


(a) The first 22 of the above listed defendants 
(hereinafter collectively referred to as the 
“Cable/Tel companies”) are a group of affiliated 
companies that were and/or are engaged in the 
business of acquiring, constructing, operating and 
financing cable television systems and they 
provided various services contracted for by 
investors; 


(b) Defendants Harris, Maggio and Skulsky formed 
or acquired the Cable/Tel companies and controlled 
them during all relevant times. Additionally, these 
three defendants organized a multi-layered sales 
network consisting of over 100 selling agents who 
were experienced in marketing tax sheltered 
investments and who were primarily accountants, 
attorneys, registered representatives associated 
with broker-dealers and financial advisors. 


(c) Defendant Hecht is a New York attorney who 
served as general counsel to the Cable/Tel 
companies and assisted in the preparation of 
various promotional literature and contracts. Hecht 
also prepared a securities opinion enabling the 
investment interests to be offered and sold without 
registration with the Commission; and 


(d) The remaining defendants marketed the cable 
television investments and, according to the 
complaint, are further described as follows: 


(1) Defendant IPG is a corporation involved in 
marketing tax sheltered investment. Defendant 
Kaye is IPG’s president and defendant Bruck is an 
employee of IPG; 


(2) Defendant CCC is also a corporation involved in 
marketing tax sheltered investments and defendant 
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Rabin is its president; 


(3) Defendant Bersak is a registered representative 
of a broker-dealer registered with the Commission; 


(4) Defendants Haims & Co. and Haims & Co., P.C. 
are accounting firms and defendant Buzzeo, a 
certified public accountant, is a principal of each; 
and 


(5) Defendant Van Ron is a corporation involved in 
marketing tax sheltered investments and defendant 
Van Arsdale is its president. 


In addition to preliminary and permanent injunctive 
relief sought against all of the defendants, the 
complaint seeks an accounting of all proceeds 
obtained from investors and disgorgement of illicit 
profits and/or commissions. 


Simultaneously with the filing of the complaint, all 
the defendant Cable/Tel companies and 
defendants Harris and Skulsky consented, without 
admitting or denying the allegations contained inthe 
Commission’s complaint, to the entry of Final 
Judgments of Permanent Injunction and Orders for 
Other Equitable Relief (“Final Judgments”). The 
Final Judgments order the Cable/Tel companies to, 
among other things: (a) retain an independent 
accountant to determine and report on the use of 
proceeds obtained from investors; (b) pay to 
investors an “adjustment” of monies, if any, 
determined by the accountant to have been used for 
purposes unrelated to the investment interests in 
CATV systems; and (c) appoint an “Advisory 
Committee” composed of five investors to, among 
other things, examine and review the accounting, 
financial and operating controls with respect to the 
operation of their CATV systems. 
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